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TAX RAMIFICATIONS OF THE SUPREME 
COURT’S RULING ON THE DEMOCRATS’ 
HEALTH CARE LAW 


TUESDAY, JULY 10, 2012 

U.S. House of Representatives, 

Committee on Ways and Means, 

Washington, DC. 

The Committee met, pursuant to call, at 10:35 a.m., in room 
1100, Longworth House Office Building, the Honorable Dave Camp 
(Chairman of the Committee) presiding. 

[The advisory of the hearing follows:] 


( 1 ) 
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HEARING ADVISORY 

Chairman Camp Announces Hearing on the Tax 
Ramifications of the Supreme Court’s Ruling 
on the Democrats’ Health Care Law 

Tuesday, July 10, 2012 

House Ways and Means Committee Chairman Dave Camp (R-MI) today an- 
nounced that the Committee on Ways and Means will hold a hearing to explore the 
implications of the Supreme Court’s ruling that the individual mandate is constitu- 
tional, particularly as it relates to Congress’s authority to lay and collect new teixes. 

The hearing will take place on Tuesday, July 10, 2012, in 1100 Longworth 
House Office Building, beginning at 10:30 A.M. 

In view of the limited time available to hear from witnesses, oral testimony at 
this hearing will be from invited witnesses only. However, any individual or organi- 
zation not scheduled for an oral appearance may submit a written statement for 
consideration by the Committee and for inclusion in the printed record of the hear- 
ing. A list of witnesses will follow. 

BACKGROUND : 

President Obama and Congressional Democrats have long argued that the corner- 
stone of the “Affordable Care Act” (ACA) (P.L. 111-148 and 111-152) is the require- 
ment that Americans purchase government-approved health insurance or pay a new 
tax (the “individual mandate”), and that the new law would not work without such 
a mandate. Many raised concerns that such a requirement was unconstitutional be- 
cause it violated the Commerce Clause. 

On June 28, 2012, the Supreme Court ruled (5—4) that the individual mandate 
was constitutional. The Court rejected the Obama Administration’s argument that 
such power is granted under the Commerce Clause. But the Court accepted a ter- 
tiary argument put forth by the Obama Administration that the individual mandate 
was a tax increase authorized under the Congress’s taxing power (U.S. Const, art. 
I, § 8, cl. 1). Under the Constitution’s Origination Clause (art. I, § 7, cl. 1), all rev- 
enue measures must originate in the U.S. House of Representatives, and the rules 
of the House grant jurisdiction over “[rjevenue measures generally” to the Com- 
mittee on Ways and Means (Rule X, cl. l(t)(3)). 

In announcing the hearing. Chairman Camp stated, “I strongly disagree with 
the Court’s deeision and its holding that Congress ean tax Amerieans who 
choose not to purchase government-approved health insurance. This ruling 
sets a dangerous precedent with potentially enormous consequences. As 
the taxwriting Committee of the U.S. House of Representatives — where, 
under the Constitution, all revenue measures must originate — we have a re- 
sponsibility to fully understand the Court’s interpretation of Congress’s 
taxing authority and what that means for potential actions taken by future 
Congresses, the future of our country and the relationship that the govern- 
ment has with the American people.” 

FOCUS OF THE HEARING : 

The hearing will focus on the implications of the Supreme Court’s ruling that the 
individual mandate is constitutional on the grounds that it is a tax and that Con- 
gress has the broad power to levy teixes far beyond the historic scope of raising rev- 
enue. 

DETATT.S FOR SUBMISSION OF WRITTEN COMMENTS: 

Please Note: Any person(s) and/or organization(s) wishing to submit for the hear- 
ing record must follow the appropriate link on the hearing page of the Committee 
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website and complete the informational forms. From the Committee homepage, 
http:llwaysandmeans.house.gov, select “Hearings.” Select the hearing for which you 
would like to submit, and click on the link entitled, “Click here to provide a submis- 
sion for the record.” Once you have followed the online instructions, submit all re- 
quested information. ATTACH your submission as a Word document, in compliance 
with the formatting requirements listed below, by the close of business on 
Thursday, July 24, 2012. Finally, please note that due to the change in House 
mail policy, the U.S. Capitol Police will refuse sealed-package deliveries to all House 
Office Buildings. For questions, or if you encounter technical problems, please call 
(202) 225-1721 or (202) 225-3625. 

FORMATTING REQUIREMENTS : 

The Committee relies on electronic submissions for printing the official hearing 
record. As always, submissions will be included in the record according to the discre- 
tion of the Committee. The Committee will not alter the content of your submission, 
but we reserve the right to format it according to our guidelines. Any submission 
provided to the Committee by a witness, any supplementary materials submitted for 
the printed record, and any written comments in response to a request for written 
comments must conform to the guidelines listed below. Any submission or supple- 
mentary item not in compliance with these guidelines will not be printed but will 
be maintained in the Committee files for review and use by the Committee. 

1. All submissions and supplementary materials must be provided in Word format and MUST 
NOT exceed a total of 10 pages, including attachments. Witnesses and submitters are advised 
that the Committee relies on electronic submissions for printing the official hearing record. 

2. Copies of whole documents submitted as exhibit material will not be accepted for printing. 
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material 
not meeting these specifications will be maintained in the Committee files for review and use 
by the Committee. 

3. All submissions must include a list of all clients, persons and/or organizations on whose 
behalf the witness appears. A supplemental sheet must accompany each submission listing the 
name, company, address, telephone, and fax numbers of each witness. 

The Committee seeks to make its facilities accessible to persons with disabilities. 
If you are in need of special accommodations, please call 202-225-1721 or 202-226- 
3411 TTD/TTY in advance of the event (four business days notice is requested). 
Questions with regard to special accommodation needs in general (including avail- 
ability of Committee materials in alternative formats) may be directed to the Com- 
mittee as noted above. 

Note: All Committee advisories and news releases are available on the World 
Wide Web at http:llwww.waysandmeans.house.govl . 


Chairman CAMP. Good morning. 

Writing for the majority in the Supreme Court decision handed 
down last month, Chief Justice John Roberts quoted the Lopez de- 
cision, writing, and I quote, “At the very least we should pause to 
consider the implications of the government’s arguments when con- 
fronted with such new conceptions of Federal power.” 

Whether or not one agrees or disagrees with the ruling of the Su- 
preme Court or with the underlying law itself, the words of the 
Chief Justice have great meaning, particularly for the Congress 
and specifically for the House Committee on Ways and Means. 

On June 28th, 2012, the Supreme Court narrowly ruled that the 
Democrat health care law’s individual mandate was constitutional. 
The Court rejected the Obama Administration’s argument that 
such power is granted under the Commerce Clause or the Nec- 
essary and Proper Clause of the Constitution. But the Court ac- 
cepted another argument put forth by the Obama Administration 
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that the individual mandate is a tax increase authorized under the 
Congress’ taxing power. 

This holding is especially important for this committee. Under 
the Constitution’s origination clause, all revenue measures must 
originate in the U.S. House of Representatives, and the rules of the 
House grant jurisdiction over revenue measures generally to the 
Committee on Ways and Means. 

That is why we are here today, to focus on the implications of 
the Supreme Court’s ruling that the individual mandate is con- 
stitutional on the grounds that it is a tax; and in light of the 
Court’s ruling Congress now has the broad power to levy taxes far 
beyond the historic understanding of raising revenue. 

By all accounts, the discussion surrounding the individual man- 
date tax received only scant attention from the government’s law- 
yers. They devoted just a mere 21 lines of the government’s reply 
brief to the issue, and it was the subject of just 50 lines in the oral 
arguments held in March. 

Yet in the majority opinion Justices Breyer, Ginsburg, Kagan, 
Sotomayor, and Chief Justice Roberts upheld the individual man- 
date as a tax. In doing so, they confirmed that the individual man- 
date which President Obama, Senate Majority Leader Reid, House 
Minority leader Pelosi, and the Obama Administration’s lawyers 
called essential to its health care law more than 100 times in their 
legal briefs is a tax and must now be pursued solely under the Con- 
gress’ taxing power. 

So as Chief Justice Roberts suggested, today we pause to con- 
sider the implications. As a result of the Court’s opinion, the limits 
on the Congress’ taxing power are now anything but clear. 

Some may argue that this ruling simply reaffirms a power that 
Congress has always had. However, until the Democrats enacted 
their health care law and until the individual mandate tax was de- 
termined to be an acceptable use of Congress’ taxing power, the 
power to tax had never been used to coerce people who do not pur- 
chase a specific product or service. This is the first indirect tax on 
inactivity in American history. In the case of the Court’s ruling 
that the individual mandate is a tax, both of those notions are rein- 
forced: that absence of action is taxable and that the government 
can compel individuals to act. 

The purpose of the individual mandate tax is to force people to 
do what they otherwise may not freely choose to do. In this case, 
beginning in 2014, the Federal Government will force individuals 
to purchase government-approved health insurance. And how is 
this different than the government requiring Americans to pur- 
chase broccoli or pay a tax for not doing so? How is this different 
than the government requiring Americans to purchase low fat or 
low salt foods or pay a tax as a means to fight the obesity epi- 
demic? 

After all, the case put forth by the Democrats and the President 
was that the individual mandate was necessary to improve the Na- 
tion’s health. Under that premise, what is there to stop future Con- 
gresses from using this taxing authority to compel a similar “it’s 
good for the country” outcome? If one refuses to purchase the goods 
and services the government thinks are best for the country, the 
act of not purchasing can now trigger a tax. 
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Without a doubt the Supreme Court’s ruling that the individual 
mandate is a tax reveals it can only be characterized as a brave 
new world. And, as such, its implications might be imagined but 
can not be entirely known. 

Chief Justice John Marshall said in the early days of the Repub- 
lic, the power to tax is the power to destroy. As Congress examines 
this new taxing power, we must consider whether a future Con- 
gress will restrain itself from using the power to control individual 
lives and decisions or whether this is just a first step into that 
brave new world. Those are the issues we will explore today. 

I welcome our panel of witness and look forward to their testi- 
mony. 

I will now recognize Ranking Member Levin for the purpose of 
an opening statement. 

Mr. LEVIN. Thank you. 

Welcome to all of you coming — all of you on the panel. 

As everyone knows by now, the individual responsibility require- 
ment, the so-called mandate or the free rider provision in the Af- 
fordable Care Act, was modeled after a similar provision in Gov- 
ernor Romney’s health care law in Massachusetts. Obamacare is 
Romneycare. 

The Supreme Court found the individual mandate in Federal law 
to be constitutional. We are here today because Republicans want 
to discuss what it is called. So perhaps we should take linguistic 
lessons from Governor Mitt Romney. 

The Washington Post reported over the weekend, and I quote, 
“As the Massachusetts Governor and then as a Presidential can- 
didate, Mr. Romney spent the next 6 years describing in a variety 
of different ways the possible punishments for ignoring the Massa- 
chusetts mandate as free rider surcharges, tax penalties, tax incen- 
tives, and sometimes just as penalties.” 

The bottom line is, whatever you call this, almost no one will 
have to pay. That is right. Almost no one will have to pay it. 

The Congressional Budget Office estimates that only 1.4 percent 
of Americans will pay anything for refusing to purchase insurance. 
And that is just about identical to the percent of people in Massa- 
chusetts who have paid the penalty under Governor Romney’s 
health care law, what Republicans like to call, I think very inap- 
propriately, a brave new world. 

For most people, the penalty will be about the cost of a health 
insurance plan, and most people would rather have insurance. That 
is what Mitt Romney thought. Here is how he described the man- 
date in 2005. I quote: 

“No more free riding, if you will, where an individual says. I’m 
not going to pay even though I can afford it. I’m not going to get 
insurance even though I can afford it. I’m instead going to just 
show up and make the taxpayers pay for me. 

“It’s the ultimate conservative idea” — Mr. Romney continued — 
“which is that people have responsibility for their own care and 
they don’t look to government to take care of them if they can af- 
ford to take care of themselves.” 

That was in ’05. 

In April, 2010, I quote: “Right now, in lots of parts of the coun- 
try, if individuals do not have insurance they can arrive at the hos- 
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pital and be given free care paid for by government. Our current 
system is a big government system. A conservative approach is one 
that relies on individual responsibility. But in my view, and others 
are free to disagree, expecting people who can afford to buy insur- 
ance to do so is consistent with personal responsibility and that is 
a cornerstone of conservatism.” 

And it did not just start with Governor Romney. I would like to 
enter into the record the original Heritage Foundation report that 
introduced the concept of a mandate. I ask for 

Chairman CAMP. Without objection. 

[The information follows: the Honorable Sander Levin] 
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INTRODUCnON 


America’s health care system is on the critical list and needs 
intensive care. Despite public and private expenditures of an estimated 
JMl billion in 1988. or more than 1 1 percent of gross national product, 
the system docs not deliver the .services that Americans expect. A 
recent poll found that 89 percent of all Americans believe the U.S. 
system needs fundamental changes — ordy 10 percent say it works 
"pretty well.” Millions of rctiree.s, for example, live in fear that a long 
spell in a nursing home will wipe out their entire life savings and drive 
them onto welfare. As many as 37 million Americans lack health 
insurance, playing Russian roulette every day with their health. For 
poor and elderly Americans who arc eligible for government programs, 
spiraling health care costs threaten cutbacks in benefits. And working 
Americans with company health coverage are faced with a possihleend 
to benefits they had taken for granted, because health co-st inflation has 
driven most employers to make major revisions in coverage. 

Pressure has been mounting in Congress for action to bridge the 
gaps in the system. Just last year, legislation was enacted to extend 
unlimited “catastrophic” protection to the elderly by extend'mg the 
Medicare system. Already, the elderly arc complaining loudly that the 
price tag for that protection is tar too high, yet the legislation does not 
eliminate the specter of runaway nursing home costs. Legislation also 
is being considered to force employers to pay for basic medical in- 
surance for employees and their families. And other laws and regula- 
tions are being readied in an attempt to slow down the rise in health 
care costs. 

The danger in these efforts is that they would simply add new 
programs to a system that is inherently umsound and increasingly 
unworkable. The likely result would lie only marginal reductions in the 


V 


INTRODUCTION 


gaps within the system in return for a boost in underlying health cost 
inflation. This in turn would trigger more controls and rationing and 
further reduce the quality of care for many Americans. 

Bccau.se of its fundamental flaws, the gaps in the existing health care 
system can never be elosed at acceptable cost without structural chan- 
ges. To design the necc.ssary reforms, policy makers first must ap- 
preciate how the current system originated, and they must understand 
the economic and political forces that arc a product of that historical 
dcsclopment. 

As Chapter J of this study explains, today’s basic .system evolved not 
in response to the needs of consumer.s, but according to the marketing 
and profc.ssional objectives of suppliers of health care. This has led to 
a distorted system of private insurance that provides generous routine 
coverage, yet little protection for cata.strophic cojil.s, and public sector 
programs that until recently have been virtually an open cash register 
for the health care industry. The results of such a system could have 
been predicted; health care costs in recent years have been rising twice 
as fast as general inflation. Reinforced by perverse incentives in the tax 
code, these ba.sic features have produced a system that is saturated with 
both inflationary pressures and glaring gaps in coverage. 

With such an unsound foundation on which to build, responding to 
I he understandable concerns of Americans merely by adding new 
programs invites costly failure. Mandating employers to provide 
coverage, for instance, would force businc.sscs to shoulder Ihesyslem's 
inflationary pressures, triggering an c.scalation in payroll costs that 
would lead to cost-saving worker layoffs. Similarly, piling on new 
Medicare programs without structural reform would further weaken 
the finances of the program, threatening huge tax increases or event ual 
reductions in Ixtncfits. 

Nor does the an.swer lie in trying to curb pria; rises through price 
controls and regulations. Whether they be gasoline controls during the 
Arab oil embargoes or rent control in New York City, price controls 
cau.se distortions, mlsallocation, and shortages. The recent U.S. ex- 
perience with health cost controls is no different from previous ill-con- 
sidered attempts to suppress inflationary pressures — controls spawn 
harmful side effects for consumers. 

Major reform proposals in recent years exhibit two broad defects. 
Either they ignore the structural fiaws of the current system and 
advocate major expansions of government activity, or they urge a 
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radical overhaul based on taxpayer-financed national health models or 
on universal social insurance* As Chapter 2 explains, such changes 
would merely replace one set of inherent problems with another. 

The conservative contribution to the health care debate has been 
confined largely to criticizing liberal proposals. As Chapter 2 notes, this 
not only gives conservatives a reputation of iascnsilivity, but it also 
denies ordinary Americans the opportunity to evaluate a markel-bitsed 
proposal that might cure current deficiencies without creating new 
ones. It is this lack of a comprehensive alternative that has caused many 
Americans to be attracted to the liberals' health care agenda. 

This study attempts to fill that void. It offers a strategy to make 
adequate health care available at acceptable cost to every American 
within a framework where strong market incentives operate to give the 
wide.st possible degree of choice and the be.st pci.s.siblc value per dollar 
for botli patients and taxpayers. 

The key clement in tliis reform strategy, as C/i«/»(cr J stresses, is to 
addre.ss the core defects of the current system by turning today's 
quasi-market health care system into a true market system. Just as a 
strong, growing, and enterprising economy is needed os the base on 
which to construct programs to help the poor, so an efficient, competi- 
tive health system that well serves the majority of Americans must be 
the starling point for special strategies to care for the particular needs 
of smaller groups, .such as the elderly, the poor, and the chronically ill. 
Chapters 2 and 3 dc.scribc the ba.sic elements of a reformed .system. 
These include a major revision of the lax treatment of health care costs 
that removes the current perverse incentives for patients and 
protnders. Included too is a compact between government and citizens: 
a commitment by government to provide aid to any family genuinely 
unable to afford adequate health care; a legal obligation on all families 
to obtain a minimum level of protection against health care costs. 

Having outlined a fundamental overhaul of the basic system, the 
other chapters in this study turn to the needs of specific groups. Chapter 
4 lays out a health care reform package for the elderly, designed to 
assuage the concerns of retirees without bankrupting ihcTreasury. Its 
main components: a radical reform of Medicare, constructing a pro- 
gram based on vouchers and tax-free savings accounts: incentives for 
workers to purchase insurance to protect themselves from medical and 
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nursing home costs when they retire; and a reform of Medicaid to 
create a govemraent-funded, long-term care program specifically 
designed to meet the needs of the elderly poor. 

Chapter 5 focuses on other special groups ill-served by the current 
system — the poor and the chronically ill. This chapter reviews the 
innovations sparked at the state level by changes in the Medicaid 
system during the Reagan Administration. It notes that .state 
demonstration projects have built up a valuable bank of experience 
indicating that state governments are the key to designing public- 
private partnerships to serve the poor cfTicicntly and to address the 
problem ol affordable insurance hir those Americans most prone to 
high medical bills. 

Many Americans understandably feel there is something fundamen- 
tally wrong when, in a country as rich as the U.S., there arc so many 
citirens who lack access to affordable health care. With U.S. spending 
on health, as a proportion of gross national product, exceeding that of 
virtually every other count ry, most Americans also arc understandably 
frustrated that Congress seems unable to design policies to steer those 
health care dollars into a satisfactory system. As this study makes clear, 
only a far-reaching set of market-based reform.^ accompanied by a 
strong campaign to explain the reforms to the American people, will 
end that frustration and cure the ills of America’s health care system. 
With such reforms in place, the U.S. can create a system that will be 
the model for the entire industrialized world. 

Stuart M. Butler, Ph.D. 

Director, Domestic Policy Studies 

Edmund F. Haisimaicr 

Policy Analyst 
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Chapter 1 


Why America’s Health Care 
System Is In Trouble 

Edmund F. Haisimaier 

T here is growing concern in America that the nation's health care 
system needs intensive care. The most obvious problems arc the rapid 
escalation in the cost of medical care and. in part as a result of such 
high costs, the fact that many Americans effectively arc denied access 
to necessary medical treatment. In response. Congress and many stale 
legislatures are considering proposals to close gaps in the system. 
Lawmakers are looking for ways to Finance the increased need for 
iong-lcrm care among the elderly; they arc considering programs to 
proN'idc coverage to millions of younger Americans currently without 
health insurance; they arc trying to alleviate a shortage of nurses; they 
are exploring policies to expand medical services for the poor, and they 
are trying to respond to new health care dcmiuids generated by the 
spread of AIDS. 

Lawmakers have tried in recent years, through various cost control 
measures, to curb the rising cost of government health programs such 
as Medicare and Medicaid. They also have encouraged, or even im- 
posed, price control measures in the private sector. At the same time, 
prK'atc employers and insurance companies have mlroduced a wide 
variety of initiatives to limit health care costs affecting private in- 
surance plans. Yet this slratcgyhas raised the concern that cost controls 
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may be adversely affecting the quality and availability of patient care. 
And questions of declining quality arc not being raised just about cost 
control programs in government-funded Medicare and Medicaid. 
There Is also concern that private cost control efforts, such as the 
widespread use of prepaid Health Maintenanec Organittations 
(HMDs), maybe reducing the quality of care available to many private 
palient.s. 

Yet amid all the.se problems, few would challenge the assertion that 
American medical care and technology are the best in the world. In 
fact, some critics argue that I.I.S. medical technology is loo good and 
that the only way to restrain costs is by rationing expensive state-of-the- 
art procedures and equipment. They argue that society simply cannot 
afford the continued demand for more and better medical care. 

While the alarmists arc only a small minority, it is nonetheless clear 
that growing dissatisfaction with the current .system is increasing the 
pressure on Congress to “do something.” But lawmakers have been 
frustrated repeatedly in their search for solutions to health care 
problems. Time and again, they have found that a solution to one 
problem simply aggravates a related problem or spawns some new 
concern. Examples: 

♦ ♦Of the 
approximately 37 
million 
Americans 
without health 
insurance, over 
two-thirds arc 
workers or their 
dependents. 

Most of these 
working families 
lack coverage be- 
causc they or 
their employers 
cannot afford it 
or because they 
choose to save 
money by t.aking 
the risk of going 


Chart 1 


Who Are the Uninsured? 



Source; Employee Itencni Rescaieh Inoitulc, “A Prohlc of ibe 
Nimelderly Population Without Health Iitaurancc." Issue Brief 
No.6ti, May 11^. Based on tabulation of the Census Bureau's 
March tvtifi Current Population Survey. 
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without insurance. Yet most of these uninsured workers spend 
hundreds of dollars a year purchasing health care for the elderly 
through the Medicare payroll tax. But if Congress were to let these 
workers spend their money on their own health care, where would it 
gel the money to meet the needs of the elderly? Worse still, the demand 
for health care among the elderly is growing, and Medicare is running 
out of funds to pay for it. If Congress decides to increase the payroll 
tax to cover the rising costs of Medicare, it will leave workers svilh oven 
less to .spend on their own health care, and it will increase the numtx;r 
of workers without any health insurance. 

♦ ♦ Proposals have been advanced for using Medicaid to subsidixe 
the purchase of health insurance for low-income workers either by 
allowing these workers to “buy into” Medicaid or by using Medicaid 
funds in the form of vouchers to subsidize the purcba.se of private 
insurance by these workers. Several states have introduced such 
programs or arc con.sidcring them (sec Chopter 5). Yet one-third of all 
federal and state Medicaid spending, about S20 billion aycar, now goes 
to pay for nursing home care for the elderly, and many of these destitute 
retirees were in the middle class until long-term care costs drove them 
into poverty, forcing Medicaid to pick up the costs. With the aging of 
America's population, such pressures on Medicaid will increase. In the 
absence of new ways to pay for the long-term care of middle-class 
senior citizens, there will be less and less Medicaid money available to 
help young, low-wage workers. 

Lawmakers arc faced with these frustrating dilemmas because such 
problems as uninsurance and long-term care arc in fact only the 
symptoms of much deeper flaws in America’s health care financing 
structure. Bccau.se of this structural deficiency, trying to solve in- 
dividual problems without changing the system’s basic design inevitab- 
ly will fail. Grafting new programs onto the dlsea.scd .stock will only 
compound the crisis. 

To achieve effective health care reform, lawmakers must redesign 
the underlying policies and programs of the current system. The vital 
first step in this process must be to review the origins of those policies 
and programs. By doing so, it is possible to determine why they 
developed they way they did, and thus, to understand the political and 
economic forces influencing the current system. Carrying out this 
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exercise enables policy makers lo propose reforms lo address Ihcsc 
forces, pcmiilling a sound strategy lo be devised lo reform today’s 
health care system for all Americans. 

HEALTH CARE BEEORE THE 1930s 

I Inlike publicly financed health care systems in European countries, 
the way Americans pay for health care is more the result of historical 
accident than political design. Today’s financing system essentially 
evolved during the past century in respon.se to various incentives and 
changing circumstances. The factors haring the greatest influence on 
the course of its development were changes in economic conditions, 
social trends, government policies, and advances in medical science. 
Medical technology in many ways has played the biggest role in shaping 
both America’s health care delivery system and the corresponding 
financing structure of private insurance and government programs. 
MosI of the common medical practices and products Americans now 
take for granted were developed or discovered only during the past 
century. Indeed much of it is the result of advances made in just the 
past 50 years. And unlike technological advances in many fields, im- 
provements in medical technology resulted in major new public 
policies designed specifically to spread their benefits throughout the 
population. 

It was not until the 1880s that scientists conclusively demonstrated 
that disea.scs arc caused by germs. During most of the I9th century, 
dirt and “bad air” were thought lo be responsible. At that lime, 
hospitals were used almost exclnsively by the poor; most other 
Americans were cared for at home. Perhaps not surpri.singiy, therefore, 
prior to the development of antiseptics and heal sterilixation in the 
1880s and 1890.S, most Americans believed — correctly— that it was far 
safer lo be treated outside of a hospital than in one. 

The acceptance of the germ theory of disease in the late 19lh century 
Was just the beginning of a revolution in medic, il science and of a 
significant change in public attitudes toward health care. Most 
dramatic was the change in public altitudes toward hospitals. 
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Americans no longer viewed them as places housing the sick poor, bul 
as “medical workshops" — the primary facilities for meeting the health 
needs of the general population.’ 

The resulting growth in the number of hospitals was staggering. In 
1873, there were only 149 hospitals in the U.S. In just SI ycar.s, by 1923. 
the number had .soared to 6,830.^ Since then, hospitals have dominated 
the American health care delivery system. 

As America entered the 2fMh century, the questions of how to 
improve public health and how to extend to all Americans the new 
benefits of medical science became more important. Mo.st of the 
improvements in sanitation during the 19th century were the rciiult of 
efforts by stale and local governments. Most of the new hospitals buill 
between 1890 and 1920 were financed in much the same way or by 
religious organizations and charities. Bui as hospitals became .seen as 
institutions to care for the whole population, and not just the poor, the 
is.suc became one of how to fund a dramatic increase in the number of 
hospitals, doctors, and nurses. 

In Europe the answer was to turn to national government, where 
“social insurance” and “national health care” systems were launched. 
Similar arrangements were proposed in the U.S., bul they failed to win 
wide support for several different reasons. One was that Americans 
were inclined to view public health measures as the responsibility of 
state and local governments, rather than of the national government. 
Another was that the European idea of a national health system was 
the product of socialist politicians; this sparked suspicion in Congress. 

Although Americans rejected a tax-financed national health .system, 
Ihcy did not turn immediately to private insurance. Between 1900 and 
1930, various employers, unions, and fraternal groups developed 
health insurance plans, hut they were not widespread. Americans 
before 1930 typically paid for over 80 percent to 90 percent of their 
medical expenses out of their own pitckets. While some of the 
remainder was paid for through private insurance, most of it was 
provided as publicly or privately financed charity care. 


1 Paul Slarr, 7Jte Sociti/ Transformotion of Altman Medicine (New York: Basic 
Books. 19R2).pp- 145*179. 

2 Uii. Department of Commerce, Bureau of the Census, HisioricaJ Statistics of dte 
Unifcd Slates, Volume I, TB; and Concise Dictionary of American History (New York: 
Charles Scribner’s Sons, 1983), pp. 46il'469. 
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THE 1930s AND 1940s: CREATING A HEALTH CARE FINANC- 
ING SYSTEM 

If America’s health care delivery system has its roots in the advances 
in medical science at the turn of the century, its health care Tinancing 
system stems largely from the Great Depression and World War 11.^ 

By 1930. the physical infrastructure of today’s health care delivery 
system was solidly in place. The U.S. in 1930 had as many or more 
medical, nur.sing, and dental schools and hospitals and hospital beds 
per unit of population as it has today. Only the number of physicians, 
nur.ses, and dentists has grown at a faster rate than the general popula- 
tion since then.*^ The Great Depression, however, threatened to under- 
mine the expansion of health care facilities and personnel. Many 
Americans had severe trouble paying for the medical care they needed. 
While doctors could try to make allowances for patients in finandal 
straits, hospitals, with their higher fixed costs had much less flexibility. 
As a result, hospitals turned to insurance plaas as a way In guarantee 
a steady cash flow by spreading the financial risk more widely. 

The Growth of Hospital Plans 

The first effective hospital plan was introduced in 1929 at Baylor 
University Hospital in Dallas, Texas, to .serve a group of l.SOUschool- 
leachers. Under the plan, a .suKscriber paid the set fee of $6 per year. 
In return, Baylor agreed to provide up to 21 days of hospital care. The 
subscribers benefited because the plan limited the potential cost of 
their individual hospital care by spreading the risk among them while 
allowing them to pay for it in a predictable manner. The hospital, in 


3 For more detailed dcKiiptionsof the development of health insurance in the U.S. 

and the impact of the Depression and World War fl on health care fintmcinn;, see; Starr, 
op. ciL, pp. 20U*209. 240*242, 290*320; also, Congressional Research 5>crvice, Library of 
Congress. Health tnatrance and the Uninsured: Background PataandAnafysis. pp. 14*18: 
and PcIerTcmin. “An Economic History of American Hospitals," in H. E Trech. HI. 
ed., Healdi Cart m America: The Economy of HospitaLx at\d Health Insurance 

(San Francisco; Pttcific Rcseanrh Insiituic for Public Policy, 1988), pp- 75*93. 

4 Historical SuHtsticsof Oie United States, np, ett^ pp. 8. 75-76. 78-79 and correspond- 
ing tables in U.S. Depunment of Commerce, Barton of ihc Cemoi. Statistkai Abstract 
of the United States, editions 100 through 108. 
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(urn, benefited because (he plan guaranteed it a predictable income, 
regardless of how many services it provided or which subscribers it 
served. 

The idea caught on, and other hospitals set up similar plans. Soon, 
groups of nonprofit hospitals in several cities organized multiple hospi- 
tal insurance plans. Under these arrangement.s, participaling hospitals 
in an area agreed to provide specified services to subscribers in that 
area. This had the advantage of giving subscribers a choice of medical 
care providers. As a result, (he.se plans attracted more subscribers and 
the income of participating hospitals became more predictable. This 
nonprofit multiple hospital plan served as a model for Blue Cross, first 
established in 1932 in Sacramento. California. 

These hospital plans changed the concept of insurance in a way that 
had an enormous impact on the American health care .system. Unlike 
other forms of insurance, such as home or auto protection, (he primary 
purpose of these hospital plans was not to protect consumers from 
large, unforeseen expcmics, but rather to keep certain providers — in 
thiscaschospitaLs— in businrnis by guaranteeing them a regular income. 
While these plans benefited consumers by giving them a predictable 
method of paying for most medical care, some of their features worked 
against consumers’ other interests. In particular: 

The plans focused on “front-end" coverage. They paid for initial 
hospitalization and then terminated coverage after a specified number 
of days.These plans thus guaranteed hospitals a basic income level, but 
exposed seriously ill patients to high out-of-pocket costs. This became 
an increasingly serious problem as advances in medical .science 
resulted in more lengthy and expensive treatments for previously un- 
trcatablc conditions, 

lire plans reinforced the public notion of hospitals as the primar}' 
providers of medical care. To afford (he cost of medical care, 
Americans would purchase a hospital plan; and for medical care to be 
paid for by such a plan, the subscriber had to be treated in a hospital. 
This was the first step in the U.S. medical care .sy.stcm bias toward 
specified providers or services. Over time, the question of “what will 
the plan pay for?" superseded the question of “what treatment offers 
the optimum cost and effectiveness?’’ 

The plans established a method for paying health In.siirance 
benefits that was dllTercn t from the way benefits were paid under other 
forms of insurance. Instead of providing “indemnity coverage" these 
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hiKpital plan!) paid “service benefits." Under indemnity plans, such as 
automobile insurance, the policyholder or his heirs is Erectly reim* 
bursed a specified amount to compensate for his loss.Thc policyholder 
then uses those funds to repair the loss. For example, if a person with 
an auto insurance policy has his car completely wrecked, his insurance 
will pay an amount equal to the value of the car.Thc policyholder I hen 
decides if he wants to buy a new car of equal value, buy a better car and 
pay the additional cost out of his own pocket, or buy a less expensive 
car and keep some of the insurance money. 

Under a service benefits policy, by contrast, the insurance covers 
certain, specified services, whatever their cast might be. This would be 
like an auto insurance company writing a policy that would pay, in the 
event of a wreck, for any kind of new car or for whatever it might cost 
to repair the old one. Under a service benefit policy, the policyholder 
thus has little incentive to get the best value for the money, and the 
service provider has every incentive to increase the cast of his services 
or to continue recommending additional services of only marginal 
benefit. 

Basing medical insurance on service benefits made good sense to 
most Americans, however. If they were injured or fell ill, they wanted 
insurance that would pay for them lo be treated or cured, not insurimee 
that would merely provide them wilh a certain amount of money to help 
defray treatment costs. But this form of insurance also served the 
interests of the baspitals as service providers, since the cost of a service 
was not an important issue to a patient covered by a plan. Any unneces- 
sary increases in the price or quantity of services, of course, hurt 
consumers in the long run by forcing them to pay higher premiums. 

This creation of a provider-oriented, rather than consumer- 
uriented, system of health insurance was one of the most important and 
lasting effects of the Great Depres.sion. It continues to form the heart 
of America's health care financing system and the core of its problems. 

In the mid-1930s, in an effort to encourage financial stability and lo 
protect the consumer’s interests, some stale insurance commissions 
tried lo subject multiple hospital plans lo the same regulations govern- 
ing other types of insurance. In particular, (hey wanted lo require these 
new plans to maintain reserve funds — that is, to set aside a portion of 
their premium revenues lo cover unexpectedly large claims. In 
response, hospitals and doctors, working wilh the American Hospital 
Association (AHA) and American Medical Association (AMA) 
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promoted slate legislation to exempt Blue Cross plans from normal 
insurance regulations. In exchange, Blue Cross plans were required to 
serve the entire community by providing insurance to anyone who 
wanted it and charging rates that were affordable to lower-income 
people. Blue Cro.ss plans al.so received federal tax exemption as 
charitable organizations. 

In keeping with their traditional methods, commercial insurers 
offered indemnity insurance coverage against hospital expenses; often 
they covered expenses not paid for in Blue Cross plans, such as 
outpatient physician services and prescription drugs. Of course, health 
care providers had a strong incentive to prefer .service Irenent plans, 
especially ones that they lhcm.sclvcs operated. So in response to the 
expansion of commercial health in.suranee. and often with the a.ssis- 
tance of the Blue Cross plan.s, doctors established Blue Shield plans to 
cover physician services. 

The combination of negotiated rales with providers and the exemp- 
tion from taxes and large reserve funds gave the Blue Cross and Blue 
Shield plans enormous financial advantages over other insurers. As a 
result they were soon able to dominate American health insurance. Of 
the total population with hospital insurance in 1940, half were covered 
by Blue Cross, and until the 19gt)s, Blue Cross and Blue Shield never 
held less than 40 percent of the entire health Insurance market.’ 

Because of their .size and advantages, "the Blues" soon forced their 
competitors among the commercial insurance companies to adopt the 
same basic structure in their benefit plans. Doctors were reimbur.scd 
either according to a negotiated schedule of fees or on the basis of what 
insurers corrsidered to be "reasonable and customary" charges. In the 
case of hospitals, reimbursement was on a “cost-plus" basis. For 
doctors this meant that they would be paid whatever they charged, 
provided it was generally comparable In the fees charged by other 
doctors in their locality. For hospitals, cost-plus reimbursement meant 
that the insurer paid the hospital a percentage of its costs, according 
to the percentage of policyholders using the hospital’s services, plus an 
additional percentage of the hospital's working and equity capital. 


S Health tnsurance Assoctalion of America. StJunt^HMjk of Heo/t/i fnstmncr Uata. 
f »S4-/5IS5,Tahlia 12, U, 1.4, and 1 J. 
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The basic cffccl of this was to create a perverse incentive for 
hospitals to increase costs. Under a cost-plus .system, incrca.sed costs 
mean increased income for a hospital, while reduced costs means lower 
income. The more a hospital expanded its facilities, equipment, or 
services, the more revenue it received, regardless of the demand for 
those items.* 

The Growth o( Employer-Paid Plans 

The other major development in health care fuiancing during this 
period was the growth of employer-purchased health insurance. 
During World War II, the large number of men serving in the armed 
forces meant U.S. employers faced a light labor market. Wartime wage 
and price controls prevented employers from raising salaries to attract 
workers. Employers turned instead to noncash benefits, particularly 
health hcncnis, as a hackdimr way of offering employees additional 
compen-sation. 

At the same lime, the Internal Revenue Service ruled that the 
purchase of health insurance for workers was a legitimate cost of doing 
businc,ss and could be deducted from taxable business incomc.Thc IRS 
also ruled that workers did not have to include the value of health 
insurance benefits in calculating their taxable income. This, in effect, 
made employer-provided health insurance a giant lax dodge and very 
appealing to both workers and employers. Unions gained even more 
leverage to demand employer-provided health insurance when the 
National Labor Relations Board (NRLB) ruled in that such 
benefits were a legitimate subject of collective bargaining. This further 
accelerated the spread of company plans after World War II, even 
though the initial incentive of wage controls had by then been removed. 

In the fifteen years between the start of the Great Depression and 
the end of World War 1 1, therefore, an entirely new system for financing 
health care was created in the U.S. It is a .system characterired by 
provider-oriented insurance plans and by tax incentives that encourage 


6 Pora more Uelailcd anatysuof enst-ptus reimburacmcnl and the rote of Blue Cmsa 
and Blue Shtetd, sec John Goodman and Gerald Mu&](r3vc> "The Changing Madid fof 
f IcaKh Insurance'. Opting Out of (be Cc»t*ritis Sysicm,” National Center for Poltcy 
Aniil>'sis. Dallas. Policy Report Number 118. September 1985. 
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workers lo oblaia health bencfils through their employer!;. The com- 
bined inHuence of these two factors has had a la.sting impact on 
American health care. 

Thc.se factors have dLsIorlcd health care coverage .significantly and, 
consequently, the health care delivery system. Specifically, they have 
encouraged front-end coverage and acute-care treatment, particularly 
as provided in a hospital. 

The Delects of Front-End, Acute-Care Coverage 

Insurance policies emphasizing fronl-cnd coverage pay for routine 
services or the initial costs of a service, hut not later, heavier expenses. 
A policyholder, of course, Ls more likely to spend five days in a hospital 
than, say, 35 days and is more likely to need stitches for a laceration 
than an appendix removal. As such, inexpensive coverage for limiled 
services might seem most attractive. The problem is that those poorly 
served by front-end coveragearc those who need help the most —those 
with unexpectedly serious illnesses leading to very high medical bills. 
By leaving polityholders vulnerable to catastrophic losses, while cover- 
ing inexpensive routine co.sts, front-end health insurance operates 
contrary to all other forms of insurance. 

A bias toward the treatment of acute medical cundition.s, meaning 
illncs.scs that can be cured by specific treatments, also tends to favor 
the interests of hospitals and doctors over those of patients. Under an 
acule-carc policy, the more treatment a doctor provides, the more 
money he receives. While it is true that the patient benefits from the 
treatment, a patient would be both physically and financially better off 
if. for instance, he had the incentive lo take actions lo prevent or avoid 
illnesses and their costs. Furthermore, under front-end plans, doctors 
arc encouraged lo prescribe additional treatments up to the limit of 
the patient’s insurance coverage, even though these treatments may 
improve the patient’s health or well-being only marginally. 

The equivalent of front-end, acute care health insurance would be 
an auto insurance policy that paid, say, for the first S500 annually of 
labor and replacement parts for accidents or mechanical breakdowns 
with the auto mechanic allowed to determine what work should be 
done. Under such a policy, the average car owner would have rao.st of 
his repairs paid for in return for his premium. But he has little incentive 
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lo question the cost of minor repairs or to spend money on proper 
preventive maintenance not included in the plan, such as having the 
wheels aligned or the oil changed regularly. 

At the same time, If he needs the engine rebuilt or extensive body 
work following a major accident, he would have lo pay much of the cost 
out of his own pocket. Such a policy would be very expensive, .since 
most car owners spend several hundred dollars on minor repairs and 
replacement parl.s every year, while only a few have serious accidents 
or breakdowns costing more than S5(X) lo fix. 

How Perverse Tax Incentives Compound the Problem 

The reason why few Americans would pureha.se this kind of in- 
surance policy for their automobile, yet millions of them purchase such 
policies for their health care, is simply that the lax code encourages the 
latter atverage. Since the money an employer spends on purchasing 
health insurance for a worker is excluded from taxable income, without 
limit, the worker typically views health insurance plans merely as 
tax-free compensation — rather than as real insurance. Thus workers 
lend to favor coverage that pays for the medical care they are most 
likely to need in the near future. Such a health insurance policy trees 
up the worker’s taxable cash income for discretionary expenses. 

The result is insurance that is no longer used lo spread risks, but lo 
avoid taxes on income for routine, minor medical costs. This, in turn 
establishes a set of perverse incentives enuiuraging both health care 
price inflation and increased demands for medical .services. 

With patients no longer paying directly for the more common ser- 
vices, normal incentives to quc.stion the cost of those services di.sap- 
pcar. Instead, patients actually have an incentive lo demand more 
expensive servicc.s. At the same lime, doctors and hospitals lose the 
normal financial incentive to deliver efficient, cost -effective care, and 
instead, arc encouraged to increase the price and the quant ily of their 
services. 

In short, America entered the postwar era with a new health care 
financing system, largely the re.sult of historical accident, that could not 
have been better designed to be both inadequate and inflationary. This 
structure of insurance and tax incentives also reinforced the existing 
technological biases favoring acute-care, hospital-based medicine. 
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In Ihc 1940s, hospilaliration was synonymous with serious illness, 
anti insurance lhat covered the first 30 days of hospital care was de facto 
catastrophic coverage. There was little that doctors could do for most 
patients with chronic or degenerative conditions, and with Ihc excep- 
tion of serious mental illness, such patients usually were cared for at 
home by relatives. But medical science was undergoing a second 
revolution, brougit about by the discovery of penicillin and sulfa drugs, 
capable of killing bacterial infections inside the body. Suddenly, doc- 
tors could cure a whole range of illnesses where previously they could 
only treat the symptoms or alleviate suffering. Such advances also 
meant surgeons no longer had to weigh the benefits of surgery agaitisi 
the likelihood of a patient contracting a potentially fatal postoperative 
infection. The availability of new drugs to kill postoperative infections 
meant that, instead of limiting themselves to the most extreme, lifc- 
ihrealcning caseis, surgeons could safely treat a broader range of 
patients with bolder and more innovative procedures. 

By the end of Ihc 1940s, therefore, the public perception of 
American health care was of a system in which doctors were I he people 
who'Tixcd" health problems and hospitals were the places where those 
“repairs" were performed. And most important, in the ctmtext of 
today’s problems, Americans increasingly expected insurers, 
employers, or government to pay the bills. 

THE 1950s AND 19Mls;THE RISE OF THIRD-PARTY PAYMENTS 

The dominant characicrLsiic of American health care in Ihc 1950s 
and 19«ls was the rapid growth of the “third-party" payment system, 
under which transactions between physician and patient are paid for 
by a third party — an insurance company or the government. The share 
of personal health co.sts paid for by governments and private insurance 
almost doubled between 1950 and 1970. In 1950, these third-party 
payments accounted for 34 percent of all personal health care spend- 
ing; by 1900 that figure had risen to 45 percent; and by 1970, to 62 
percent.* 


7 Fora good dcscnptlonof Ihi; impocl ilicscdiscowricshad on ihe medicnl profes- 
lion. sen Frank D. Campion, ne AMA and as. llatlih Policy Smee 1940 (Chicago: 
Chicago Rc\*icw Pn»ai, 1WM), pp. 1 1-29. 

8 1 IcaUh Care Finartdng AdminisreaCioo. Health t'oK Fmartcmg Review, Scpicmbcr 
1982, p. 23. 
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In addition to the rapid expansion of the third-party linancing 
sj^tem, private health insurance continued to undergo another sig- 
nificant structural change that has contributed to the gaps in coverage 

in today's system. 
This important 
change was the 
development by 
commercial insurers 
of t he practice of “ex- 
perience rating" the 
health insurance 
plans of different 
employers. 

Normally, in- 
surance companies 
use some form of 
“community rating" 
sytitem to calculate a 
basic premium. 
Under a community 
rating system, the 
premium reflects the 
average frequency 
and cost of claims among all the policyholders in a given area. For 
example, a company offering auto insurance in Illinois would probably 
charge drivers in Chicago a higher basic premium than it would charge 
those in Peoria. This is because Chicago drivers statistically are more 
likely to have accidenLs, and car repairs are more expensive in Chicago. 

Under an experience rating system, however, the cost of the 
premium depends on the actual experience of the individual 
policyholder, based on the frequency and size of the claims he fdcs. In 
the case of most auto insurance today, companies use a mix of thrrsc 
two systems. They calculate basic premiums according to a community 
rating system and then charge extra for insuring policy holders with 
bad driving records. 

Commercial insurers initially turned to experience rating employer 
health insurance plans as a way to compete with Blue Cross and Blue 
Shield. Bccau.se they were exempt from taxes and reserve require- 
ments;, the Blues had a competitive advantage over commercial in- 


Chart 2 


The Growth of Third-Party Payments 
for Health Care 



Soutre: Health Care rinancing Administration, lleotih 
Cm f inancing Kevitw, September PKZ, pp. 2.1-26 and 
Fall 1986, pp. 16-ia. 
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surcrs. Bui the Blues often were required by regulation to use a 
atmraunily rating system. The commercial insurcr.s rc.sponded by sell- 
ing insurance to employers with relatively healthy, low-risk employees 
- and thus a better experience rating — at cheaper rates than Blue 
Cross and Blue Shield. The Blues in turn responded by pressing 
successfully for permission to institute a modified community rating to 
reflect experience. 

Experience rating has contributed considerably to current problems 
in the system. Under an experience rating system, the risk pool that an 
insurance company ilscs to calculate premiums for group plans tends 
to be limited to those working for a single employer. This is in contrast 
to the larger, comm unity- wide risk pools used in calculating policies 
for auto, life, homeowners, or other forms of insurance. As a result, 
smaller companies that have fewer employees over whom to .spread 
costs generally must pay more for insurance than larger ones. In 
addition, small companies may face larger increases in their premiums, 
or possibly even the cancelling of their insurance, if just one employee 
incurs unusually high medical expenses. Not surprisingly, today over 
65 percent of all workers without health insurance arc in businesses 
with 25 or fewer employees.'' 

The Creation of Medicare artd Medicaid 

While employer-provided health insurance grew steadily in scope 
and coverage in the 19.5tls and 1960s, political pressures also built for 
a larger government role as a third-party insurer. By the lale 19505, it 
was clear that the unemployed and retired elderly were not benefiting 
from the expansion of employer- provided insurance. 

Even the American Medical Association (AM A) and other staunch 
defenders of private health care agreed that the government should in 
some way help meet the health care need.s of the elderly and the poor. 
Where they differed from the advocates of national hc:dlh insurance 
was in the means to accomplish this. The AMA favored decentralized, 
stale-administered programs, based on need, which pre,served the 
autonomy of doctors and hospitals. National health insurance advo- 


9 Employee Beoeni Rcscanrh InMliuic, “A Pronie of the NoneUcrly Populotkin 
without Health Insoiunce.'* Issue Hricf Number fiS. May 1967, p. 5. 
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cates in Congress, the labor unions, and the Social Security 
bureaucracy favored a federal program, available to the entire elderly 
population, regardless of income. After a long and bruising legislative 
battle, the result was the enactment in 1965 of Medicare and 
Medicaid.'® 

In its fin.ll form, the Medicare legislation was a compo.sile of the 
positions of the AMA and the advocates of national health insurance. 
The largest segment of the legislation. Medicare Part A, essentially was 
a scaled-down version of the universal social insurance .scheme advo- 
cated by proponents of nalion.Hl health insurance. The other element. 
Medicare Part B, was a voluntary program to cover physician services, 
paid for by a mixture of premiums and general federal revenues. 
Medicaid was based on the alternative originally sponsored by the 
AMA. It paid for medical care for the poor, regardless of age, financed 
by a combination of matching federal and state funds and administered 
by the stales. 

With the enactment of Medicare and Medicaid in IWSS, the third- 
party payment .system completely dominated American health care. 
Virtually all Americans now were covered either by private health 
insurance or public programs for most of the costs of their hospital care 
and ba.sic physician scrvicc.s. But the legislation also effectively ce- 
mented into place a government version of the private health care 
fmancing system created between 19.30 and 1945, complete with 
defects and biases. 

First, the provider-oriented reimbursement policies of private in- 
.surance were replicated in Medicare, and by many stales in Medicaid. 
Hospitals were allowed to charge Medicare for the “reasonable cost" 
of treating patients, and doctors were reimbursed for their “reasonable 
and customary” fees. These policies in private insurance already had 
made the system inflationary; their adoption by Medicare intensified 
the trend. 

Second, because the medical care provided to beneficiaries under 
Medicare and Medicaid was either free or greatly subsidized, and 
premiums were nonexistent (Medicaid) or unrelated to individual or 
group u.sage (Medicare), beneficiaries had virtually no incentive to 


10 For an inicfcsling examination of the politics behind the ennctmcni of Medicare 
and Medicaid, see Campion, op. cit,, pp. 2S.t-2S3. 
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question costs and every incentive to demand more services. Even the 
few restraints that still remained in the private sector were completely 
absent in these new government programs. 

Third, Medicare’s benefit structure favored the same kind of acute- 
care, front-end coverage as private insurance. Under Part A hospital 
insurance, the patient was to be charged a deductible equal to the 
average cost of a single day in a hospital, but he paid nothing more for 
the first 60 days of hospital care. Patients were then required to pay an 
increasing share of costs, known as coinsurance, for hospital stays 
beyond 60 days. This meant that seriou.sly ill patients faced rapidly 
decreasing coverage. At the same time, what little nursing home 
coverage Medicare did provide was limited to short stays in a skilled 
nurs'mg facility for patients recuperating from acute treatments in a 
hospital. Thas what would soon become a growing need for long-term 
care for the elderly was completely ignored. 

THE SYSTEM TODAY: COST EXPLOSION AND GAPS 

Thanks to the dynamics of the system created since the 1930s, Ae 
dominant charactcri.stic of American health care today is mtissive 
inflation and gaps in coverage. After 1965, health care costs began to 
grow rapidly. In one important respect the higher general inflation 
rates of the 1970s reinforced defects in the health care finanang 
system. Because tax brackets were not fully indexed until 1985, wage 
increases to keep pace with soaring prices meant workers were pushed 
into higher tax brackets, leaving them with a real decrease in disposable 
income. 

Under these circumstancc.s, front-end health insurance provided by 
firms became a particularly atlractive way for employees to receive 
nontaxabic income. This led companies and unions to agree to in- 
surance coverage for more and more routine health costs rather than 
adding the equivalent dollars to paychecks. For example, between 1970 
and 1980 the number of Americans with insurance coverage for dental 
expenses jumped from 12 million to 80 million. 

At the same time, government and business leaders belatedly be- 
came alarmed as the costs of both private insurance and government 
health programs ballooned. Corporate executives saw health costs 


11 Health Insurance A&sMciaiion of America, c/i., Tabic 1.8. 
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becoming (heir 
largest and most 
rapidly increasing 
business cost. A 
survey of Fortune 
3U0 companies 
and the nation's 
25tl largest nonin- 
dustrial firms 
finds that “From 
1981 to I')83, the 
average rate of in- 
crease of health 
insurance 
premiums was a 
staggering 20 per- 
cent." Total 
health care costs 
for those firms, on^thc average, amounted to 24 percent of after-tax 
corporate profits.’" 

The experience of the Caterpillar Tractor Company typifies the 
impact of escalating health care costs on corporate America. In 1973, 
Caterpillar spent $35 million on health care for its U.S. employees. By 
1977, the company's annual health care bill was nearly SlOO million, 
and by 1982, it was over S155 million. In less than a decade, employee 
health Ciirc eo.sts at Caterpillar had jumped by 343 percent. Even in 
constant dollars to adjust for general inflation, the real growth in the 
company’s health care spending was a staggering 104 percent in just 
nine years. ” 


Chart 3 



12 Regina K. I leizlinjicr and JcITrey .Srhwanr, "How Companies Tackle tlcallli Caie 
Costs: Part t," Uan-ard Business Review, July- August 1985, p. 69. 

13 Patricia W. Samors and Scan Sullivan, "Ilcalth Care Cota Containment Ihniugh 
Private Sector Initiatives," in Jack A, Meyer, cd.. Market Refarws in fleaUh Core 
(Washington. D.C.- American linierpnse Institute, 1983), p. 144. 
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Chart 4 



Source: Robert J. Myet^ and Charici B. Baughman, 
Hhtvry of Cost Esttmotes for Hospital InswasKe. So- 
cial Security Admiitiairalion, U-S. Department of 
Health, Education and Welfare, Actuarial Study 
Number 61, December 1966, p- 48, and Health Care 
Financing Administration, U.S. Department of 
Health and Human Services, Health Cnie Rnrmcin* 
Program Stadstics: Medicare and Medicaid Data 


The silualioD in 
Medicare and Medi- 
caid was even more 
alarming. By 1970, 
only Tive years after 
their creation, spend- 
ing for the two 
programs was out- 
stripping all previous 
projections," And 
the worst was to come. 
In constant dollars, 
the cost of Medicaid 
in 1985 was more than 
three times what it was 
in 1970, and the cost of 
Medicare had almost 
quadrupled during 
the same period (see 
chart 5), 


THE GOVERNMENTS RESPONSE: REGULATION AND PRICE 
CONTROLS 

Confronted with this health care cost crisis, Congress had two 
alternatives, ft either could remove the pcrver.se incentives encourag- 
ing exce.ssivc and inefficient health care spending, or it could attempt 
to smother the effects of those incentives with new government regula- 
tions, like trying to stop a kettle from boiling by clamping down on the 
lid. Congress chose the latter. 

As a result, the primary thrust of health care legislation and regula- 
tion affecting the public sector since the 1970s has been to hold down 
prices and restrict the freedom of physicians to prescribe procedures. 


14 CBmpion. op, eit,, notes a t’chruaiy 1970 smIT repon to Ihc Senate Fmonce 
Committee wbicit blunity stated at that lime, “The Medlenre and Medicaid programs 
am in senous financial trouble." 
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Just about untouched, 
however, have been the 
underlying incentives 
behind this adverse be- 
havior while providers 
have been given no in- 
centives to be cfTicient 
and innovative. 

To a lesser extent, 
cost control strategics 
al.so have been used in 
an efrort to restrict the 
ability of patients to 
overutiliac medical 
services. But this, loo, 
has been attempted 
without removing the 
underlying incentives 
encouraging such be- 
havior and without 
giving patients incen- 
tives to question the 
need and cost of their medical care. Cost control cITorts have focused 
more on providers than consumers, however, because blaming greedy 
doctors and hospitals for all of the problems is easier and politically 
more appealing. 

Encouraging HUOs 

The firsl initiative designed to control provider costs was the Health 
Maintenance Urganivation Act of I973, which encouraged the 
development of Health Maintenance Organivnlions (HMOs) as an 
alternative to traditional insurance plans.’’ In an HMO, physicians arc 
salaried employees of an organr/alion that provides its subscribers v»th 
medical care, as needed, for a prepaid fixed fee. HMO managers have 
an incentive to keep the organixation profitable by requiring doctors 


Charts 


Medicare and Medicaid Spending 
(In Constant 1970 Dollars) 





Source: Committee on Ways and Means. U.S. House of 
Rcprcscntairvcs, Backjp'otmd Material anti Data an 
Prtngrarfv WUItin the Jiirisdiaion of the Committee on 
Ways ami Means. 1989 edition. March 15. 1989. pp. 152, 
1139-1140. 


15 See Campion, op. cit. pp. 339-344. and Concessional Research Service, op. dt., 
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10 be careful about costs and by limiting the freedom of patients to 
demand unnecessary services or, in many cases, to choose a particular 
doctor. They also have the incentive to keep subscribers as healthy as 
possible, usually by focusing on lower cost preventive medicine. 

There were .several obstacles to the ercatittn of HMOs prior to the 
1970s. First, neither physicians nor patients generally liked the idea of 
losing their independence by joining an HMO or other prepaid plan. 
Second, many states had physician-backed laws that either directly 
prohibited what was called the "corporate practice of medicine” or 
placed heavy financial retjuirements on HMO.s, such as maintaining 
large reserve funds. Third, it was difficult to obtain the nece.s.sary 
investment capital to establish HMOs. Investors were afraid I IMOs 
would not attract enough subscribers to make them profitable or would 
need to charge uncompetitive premiums to cover their higher opera- 
lion.s costs and potential losses. 

The 1973 federal HMO Act changed this situation by preempting 
stale laws inhibiting the development of HMOs and by providing 
HMOs with federal grants and loans as slarl-up capital. The act also 
took a major step toward federal regulation of employee benefit plans, 
by requiring all companies with 25 or more employees to offer an I IMtl 
plan to their workers if a qualified HMO was operating in the area and 
was interested in offering coverage. These changes, combined with the 
increased concerns among employers about rising health care costs, 
spurred the growth of HMOs from 2ft plans with about 3 million 
subscribers nationwide in the early 1970s lo nearly 700 plans with 28 
million enroUees in 1987.*'' 

Restricting Hospital Construction 

The second major legislation designed to control health care costs 
was the 1974 National Planning and Resources Development Act. Us 
objective was to prevent the duplication or overcapansion of health 
care facilities by establishing a system for planning and certilying the 
need for new or expanded facilities or major equipment before they 
could be built or purchased. The legislation established a confusing, 
Ihree-ticrcd bureaucracy of national, slate, and local planning agencies 
— with disastrous results. The various agendcs quickly became mired 


16 Campion, op- ciL, p. 344, and CongrcMionul Research Service, op cit, p. 17. 
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in pork-barrel polillcs and paperwork.Thc program was such a disaster 
that by when the Reagan Administration asked Congress to 
phase it out, even some of its original sponsors supported its elimina- 
tion.'^ 

Regulating Insurance 

Another law passed in 1974 has had a major impact on America's 
health care Tmancing system, even though it was designed to address a 
completely different set of problems. The Employee income and 
Retirement Security Act (ERISA) was intended to correct problems 
and abuses in employer-sponsored pension plans. 

Under ERISA, the federal government a.ssumcd responsibility for 
regulating employer-provided pension and welfare benefit plans, such 
as health care, unemployment, and severance benefits, and it 
preempted stale laws governing such plans. Stales still were allowed to 
regulate insurance companies, but if an employer decided to self-in- 
sure (to pay for its workers' health benefits directly without purchasing 
insurance), it was governed by ERISA and did not have to meet slate 
insurance requirement.s.’® 

ERISA prompted a set of opposite but mutually reinforcing respon- 
ses by stale govornmenis and employers. If a state legislature decided 
that health plans in its state should include coverage for specific 
services, for example psychiatric Ircalmcnls, the legislature could not 
require employers to provide coverage; it could only require insurance 
companies to include the coverage in their policies. Employers wishing 
to avoid state regulations, including coverage requirements, thus could 
obtain an exemption by self-insuring and Ihercbysubjcclinglhemse Ives 
only to federal regulation under ERISA. 

Under prc.ssure from health care providers and advocates seeking 
coverage for various diseases, a rising number of stales have enacted 


J7 Campion, op. cU, pp. .444-348. 

L8 For an outline of the provisions and crtects of ERISA and related coun cases, sec 
Congressional Research Service, tyr. cir., pp. 77-86. 
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mandated benefit laws requiring insurance companies to pay for 
specific medical senices. In 1973 there were only 93 state-mandated 
benefit laws in the entire country, today there arc 726.''’ The effect of 
these laws has been to guarantee markcLs for the favored health care 
providers with predictable results: an increase in the number of 
providers offering the favored service, an increase in the use of thc.se 
services by policyholders, and an increase in the fees charged by the 
providers of mandated services. 

These perverse effects are evident in a typical example: coverage for 
chiropractic services, now mandatory in .34 states. Before the man- 
dates, insurance companies either did not cover chiropractic services 
at all, or offered coverage as an option for an additional premium 
charge. This meant that chiropractors had to keep their fees low to 
attract patients away from full-service general practitioners who were 
providing similar services covered by insurance. But with coverage 
mandated, chiropractors could raise their fees to the same level, or 
even above, those of general practitioners without fear of losing their 
patients. This, in turn, encouraged more chiropractors to set up prac- 
tices in states that mandated coverage. Moreover, requiring insurance 
coverage for certain services encourages consumers to use more of 
them. Patients already seeing a chiropractor are inclined to visit him 
more frequently, while those who previously had decided the benefits 
were not worth the cx>.st arc now more likely to use the service since it 


19 Greg Scandlcn, *The Changing Onvironment of Mandated Dcnerifs,** Fmpin^'ce 
ncnctil Research Institute. Emptc^c Dcnefil Notes, June 19H7, p. B, and itihulalionx 
from the December 1988 compilation of State Mandated Health Insurance Laws, 
prepared by the State Services Department of the Blue CroKS and Blue Shield Associa- 
tion. 
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is “free" or “low aisl.” This situation is not. of course, unique to 
chiropractors. Studies show mandated benefit laws amsistently result 
in the same .set of adverse consequences.^ 

Understandably, the growing number of mandated benefit laws has 
encouraged employers to avoid these costly regulations by .self-insur- 
ing. Surveys showed that by 1179 some 19 percent of companies with 
100 cmployee,s or more were self-insured, and by 1987 the share had 
risen to 40 percent.”' These mandated health benefit laws further 
discourage small companies from providing health benefits since they 
do not have large enough cash flow to consider self-insurance. So they 
arc stuck with the options of either increasingly regulated and expen- 
sive traditional insurance or no insurance at all.^ 

Controlling Medicare Treatment Costs 

The most recent major congressional effort at health care cost 
control was a provision of the 1983 Social Security legislation that 
established a prospective payment system (PPS) for hospital rcimbur- 
.sement in Medicare. Under this system. Medicare establishes a fixed 
schedule of fees that it pays hospitals for the treatment of each of 475 
diagnostic related groups (DRGs) of illnesses. If the actual cost to the 
hospital is less than the DRG fee, it keeps the difference; if more, it 
absorbs the loss. The objective was to spur price consciousness and 
competition among hospitals. 


20 A number of&iud^ of the effecis nf specific siate-mandaieU health insurance 
benefits have been contlucied in recent years, particularly by vaiious stale Blue Cioss 
and Blue Shield organizations. In addition, since 1084, nine states, Arizona. Hortda. 
Hawaii, Nebraska. Oregon, Pennsylvania, Rhode Island. Washington, and Wisconsin, 
have passed laws requiring evaluations of Ihcir existing mandated benefit laws. 

21 Congressional Research Seivice, op. ck., p. 85. Data taken from the Hay/1 luggm.s 
Benefits Reports. 

22 Fora good study of the effects of mandated insurance heneftts on small businesses 
and their contribution to the problem ofuninsunoce. sec John C Goodman and Gerald 
L Musgrave, ‘’Freedom of Choice in Health Insurance,** National Center for Policy 
Analysis, Dallas. Policy Report Number 134. Nervember 1988, 
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The results have been disappointing. While almost any reform would 
have been better than the previous open-ended reimbursement system, 
which invited physicians and hospitals to charge as much as they could 
for treating a patient, PPS suffers from the same defects and failures 
experience by price control systems throughout history — perverse 
incentives for suppliers leading to shortages and misallocations. 

This is clear from the PPS track record to date. Like all price 
controls, PPS simply encourages the health industry to shift costs to 
activities not covered by the controls. Thus, while the PPS has substan- 
tially slowed the growth of Medicare hospital reimbursements, 
Medicare’s physician reimbursements, which are not .subject to the 
PPS, continue to grow at double digit rates."^ 

There is mounting concern, moreover, that hospitals arc “dumping” 
higher cost patients by transferring them or discharging them early. 
This is because, when the potential cost of treating a patient with a 
difficult or complicated case exceeds Medicare's fixed payment, the 
hospital has a powerful incentive to limit the treatment provided to the 
patient or to send him elsewhcrc.These fears were confirmed by a July 
1988 report of the Health and Human Services Department In.spcclor 
Genera's office, which estimated that there were over 540^CKK) cases 
each year of Medicare patients receiving poor quality care. 

PRIVATE SECTOR COST CONTROL EFFORTS 


23 Based on coinpuiaiiofis using data from*. Commillcc on WiQrs and Means, U.S. 
House of Rcpwfeniaiivcs, Background Material and Data on Programs Mihrn the 
Jurtsdictim of the Committee ort and Means, 1989 edition. March 15. 1989. p. \SZ 
In the fiv* y«ors since the introduction of PPS. the nverage snoual rates of growth in 
Medicair spending have been 6.5 percent for the Hospital Insurance program and 13.8 
fwrceni for the Supplemental Medical Insurance program- 

24 Office of the inspector General, Department of Health and Human Services. 
NeiionalDHG Validaion Satdy: Quality of Patieru Care in Hospitals, July 1988. Based 
on a review and unal>«ts of 7,050 cases selected through statistical sampling;, the study 
found a 6.6 percent overall rate of poor qualitycare.This rale applied to the 82!8 milUon 
cases of disease during the period covered by the study yields an estimated 546,480 cases 
of poor quality care. 
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A wide varicly of privale sector cost control efforts also have been 
put into place, as employers face mounting health care cosls.^ Not only 
have corporations embraced alternative delivery systems, such as 
HMOs, but they also have forced insurance companies to abandon 
their provider-oriented reimbursement methods and to reverse the 
practice of first dollar coverage by requiring policyholders to pay a 
larger share of their premiums and more of their direct costs through 
higher deductibles and coinsurance. 

Cost control measures undertaken by corporations typically involve 
such changes as .switching to an HMO or other managed care plans 
and the introduction of direct company control of existing health 
benefit plans. Many companies also choo.se self-insurance, as a wray of 
avoiding .state mandated benefits or, particularly in the case of large 
firms, of controlling administrative and claim costs by auditing claims. 
An outgrowth of managed care and .sclf-in.suring has been the intro- 
duction in many companies of prccerlification and second opinion 
programs for noncmergency surgery. 

Another common cost control strategy has been to increase 
employee cost sharing through various combinations of increased 
deductibles and coinsurance — requiring employees to pay a larger 
share of their health insurance premium. In some cases, deductibles 
and coinsurance are structured to encourage workers to chase lower 
cost treatment options. A common example of this approach is for a 
company to change its plan by imposing coinsurance for hospital stays 
while eliminating coin.surancc for outpatient surgery. 

Some very large corporations offer flexible benefit or “cafeteria" 
plans to their employees. This concept was developed in 1974 by the 
TRW Corporation. Under a cafeteria plan, workers are allowed to 


ZS For case studies of the different approaches used by cmployeis to control heatih 
care costs, see Samors and Sullivan, op. di.t pp. I<M-1S9, and Sant S. Bachman, David 
Pomcroiu, and Eileen J. Tell. ".Making Employers Smart Buyers of Health Care, 
Budness and Health, September 1987, pp. 28-34. 
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choose from among a set of company approved insurance plans and 
HMOs. Employees who choose less expensive plans arc allowed to 
select additional, nonhealih benefits, such as extra vacation, relircmcnl 
annuities, or education. In some cases, workers are allowed to lake 
savings in (he form of incrca.sed cash wages.^* 

A few companies have experimented wilh cash incentives. These 
generally take the form of a foted bonus awarded at the end of the year 
to employees who slay healthy and do not use their health insurance. 
In a similar vein, some employers, such as the Chrysler Corporation, 
offer workers ca.sh incentives for spotting overcharges on their medical 
bills,*^ 

The mo.st recent trend in corporate health care cost control is the 
widespread introduction of employee “wellness” programs. The objec- 
tive is to increa.se productivity while reducing medical costs and absen- 
tccLsm by helping employees slay healthy. Corporations open exercise 
facilities and provide health education classes for their workers. 
Education programs typically include nutrition, weight control, stress 
management, and help in giving up smoking. Some firms go further by 
having employees fill out questionnaires on their personal and family 
medical history and life style. The questionnaires arc evaluated, and 
each worker is given an assessment of his personal risk of incurring 
major illnesses in the future, together wilh specific advice on how to 
reduce those risks.* 

Wilh several years experience of corporate cost control programs 
now available, one basic principle is beginning to emerge; while almost 
any kind of cost control program offers at least some savings, the roost 
effective way to reduce overcharging and overulili/ation is by increas- 
ing the cost to the beneficiary. The meaning; the greatest savings arc 
achieved when patients are required to pay a larger .share of their 
health bills out-of-pocket through deductibles and coinsurance. 


26 Samore and Sullivan, ftp. cii., pp. 14-1-145. 

27 Joseph A. Califano, Jr., Amcriett j tiralih Cart Hmtluiinn: Who Lifts? iWto Lhes? 
Who Pays? (New Yorte Random lluu.se, 1V86). pp. 22-23, In Chapter 2, pp. 11-36, 
Califano provides a sobering, though at times humorous, account of how the various 
interests and perverse incentives discussed in this chapter led to enormous and uncon- 
trolled health care costs at Chrysler and »h.sl the company tried to do in the early ITfSIls 
lo control ihivic cotits. 

28 Samofs anU Sulltvan.op. c/t, pp. 148-149, and Howard P. Grcenwald. •’OcUtniiihe 
.Most Oul of I Icalth Promoiion." Business and Health. ScptemlKr 1987, pp. 40.42- 
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While this seems common sense, there is a major obstacle preventing 
the further expansion of patient cost sharing in employer-provided 
health insurance. Employers competing for workers in today's tight 
labor market are very sen-sit ive to any differences between the benefits 
they and their competitors offer. Reinforcing this is the continued 
tax-free nature of health benefits, while deductibles, coinsurance, or 
premium contributions must be made by employees with after-tax 
dollars. Moreover, in unionized indu.stries any change in employee 
benefits involves extensive labor-management negotiations.Thus while 
increasing patient cost sharing is the most effective health care cost 
control method, it also turns out to be the last resort, and even when 
introduced, u.sualiy is limited. 

LESSON.S FOR REFORM 

Despite government and private .sector efforts, health care costs 
continue to e.scalatc.This is because health care cost control efforts do 
not remove the underlying perverse incentives that discourage cost 
consciou.sne.ss and encourage overutilization. Nor do the.se cost control 
programs offer incentives to support positive Ivchavior. Rather, their 
effect is to punish consumers and providers for the very behavior that 
is induced by the ba.sic .structure of the system. E.xcluding employer- 
provided health insurance from taxation or heavily subsidizing health 
care through government programs encourages patients to consume 
more medical services and ignore the cost of those services. Then co.st 
control programs turn around and punish these same consumers for 
engaging in such behavior, for example by forcing them to obtain care 
only from specified providers. 

Perhaps worst of all, if a consumer is cost conscious he is not 
rewarded. Any money a consumer .saves by acting as a prudent, 
economical buyer of health care does not end up in his pocket. Instead, 
the savings goes back to the employer or government program that 
provides the consumer’s health benefits. 

Naturally, consumers resent the imposition of cost control measures 
that limit their choices; consumers thus resist them. Having been 
promised benefits by the government or their employer, they tend to 
view those plan providers as going back on their word when they 
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impose cost conUols.Thc situation is rather like the parent who gives 
a teenage child unrestricted use of a credit card and then “grounds” 
the teenager for not making prudent purchases. 

The effect of recent cost control elTorts has been to reduce the rates 
of health care spending and inflation only marginally, while adding 
enormously to red tape. Indeed, since 1980, the rise in average health 
care costs consistently has been twice the annual, general inflation rate. 
This means that the problem is inherent in the system’s basic structure. 

Thus while America continues to lead the world in the development 
of new medical technology, its system for financing health care is in 
serious trouble and urgently needs reform. The magnitude of the task 
should not be underestimated; neither, however, should policy makers 
despair of achieving the goal of universal access to quality health care 
at reasonable cost. Effective, lasting reforms arc possible, but only if 
policy makers learn from the lessons of the past. 

The (50-year history of the development of organized health care 
financing in America shows that grafting new programs and policies 
onto a flawed system results in costly, adverse con.sequenccs. Thus, 
policy makers should recognize that, if reform proposals lake the 
existing system as a given and then attempt to modify it to meet new 
problcm.s, they will prove as inadequate as reforms have in the past. 
Genuine and lasting reform can only be achieved by reexamining the 
fundamental premises on which the entire system is built. In short, 
policy makers must take the radical step of rethinking the basic ques- 
tion — “How should Americans pay for their health carc7” 

In designing a new health care financing system, policy makers 
should keep in mind the following features of the current system; 

1) The system as currently structured Is bound to be expensive and 
Inflationary. 

The cumulative effect of 60 years of health care policies and prac- 
tices has been to encourage systematically undesirable behavior on I he 
part of both consumers and providers. Consumers have been en- 
couraged to think that their health care is paid for by someone else and 
not to consider the cost or need for that care. At the same lime, 
providers have been encouraged to expand their services and Increase 
their charges. Only when these underlying dynamics arc reversed, and 
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bolh consumers and providers arc dircclly and personally rewarded 
for purchasing or providing cost-effective, quality health care, will 
health care spending and inflation be brought under control. 

Present cost control efforts can achieve only limited results because 
of a simple but almost completely ignored fact - they do not directly 
benefit the consumers and providers who make basic health care 
decisions. When providers and consumers make costly dccisioiLS under 
the third-party payment system, the government or the employer pays 
the bills. Under what might be called third-party cost control, the 
government or the employer pockets the .savings, while consumers and 
providers bear the burdens. Consumers or providers ultimately might 
reap the .savings, but the immediate impact of controls is painful. If 
doctors and patients are to be expected to make prudent choices, the 
rewards and penalties as.sociatcd with their actions must be obvious 
and short-term and tied directly to the specific decisions they make. 

2) Tlie troubling gaps in tnday’s system also are the product nf basic 
structural flaws. 

Much of Ihc current debate over health care issues centers on the 
concern that a growing number of Americans do not have accc.ss to the 
care they need, usually because they lack adequate insurance. Ex- 
ample: In Ihc lute I97l)s, the trend toward increasing numbers of 
Americans being covered by either private in.surancc or government 
programs reversed itself; since 1979, the number of uninsured 
Americans has been steadily growing, ft is estimated that there arc now 
37 million Americans who lack health insurance.^ These uninsured 
arc not all unemployed poor people. Roughly half arc workers:, and 
almost another third arc the dependents of workers. Another troubling 
gap is Ihc growing number of elderly individuals who need some kind 
of long-term nursing care services. Medicare normally does not cover 
these services, and only 2 percent of the entire elderly population has 
private insurance coverage to meet this need. 

Current proposals to address the problem of uninsurance would 
either exp,md government programs or mandate all employers to 
provide their workers with health insurance coverage. Yet the problem 


2V U.S. Oepanment of Commerce. Bureau of ihc Censxks, CunrM Populauon Sutvey, 
Mjirch 
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is a direct result of soaring medical costs, triggered by the structural 
flaws of the system. As these costs continue to drive up the price of 
health insurance, fewer employers and workers can afford coverage. If 
lawmakers simply mandate health insurance or expand government 
programs without restructuring the system to remove the incentives for 
cost escalation, they will only compound the problem. The cast of 
health insurance will continue to soar, and businesses will face mount- 
ing costs. 

The response of firms will be to cut labor costs in other ways, most 
likely by slowing wage incrca.ses or by culling their labor force. Thus if 
insurance is made mandatory, a growing number of today's workers 
not only will fail to receive insurance coverage but will also lose their 
jobs. And if government programs are expanded to cover the unin- 
sured, the federal government will be forced to .spend ever increasing 
amounts each year just to cover the currently uninsured population. At 
the same time, rising health care costs will continue to add to the ranks 
of the uninsured, nccasssitating even more government spending. 

In the case of long-term care for the elderly, the problem is that 
during their working lives these Americans were encouraged by tax 
incentives to purchase insurance for even the most minor items of 
immediate medical care, while discouraged from protecting themsel- 
ves agtiinst long-term care co.sts when they retired. Without new incen- 
tives encouraging today's workers and the newly retired individuals 
immediately to purchase private long-term care insurance, the cast of 
a new government program to cover long-term care quickly would 
balloon to an enormous and unsupportablc size. 

Clearly, Congress cannot simply ignore these gaps in the system. 
What is crucial, however, is that lawmakers adopt solutions that deal 
with the sources of the problems, not short-term bandaid solutions that 
will add to the underlying problenrs. 

3) Tlie current system fall.s to adapt to new technology and changing 
demands. 

Soaring medical costs and gaps in coverage may be the most pres.sing 
problems triggered by perverse incentives in the system, but they are 
by no means the only problems in American health care. The design of 
the system also restricts its ability to lake full advantage of the potential 
of some new technologies for delivering existing services in a more 
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cflicicnl and cost affective manner. At the same time, the sy.stem is 
ill-prepared to meet the rhallengc of financing the new demands and 
new services generated by other technologies. 

The origin nflhc.se problems reaches back to the turn of the century, 
when an acutc-care, hospital-based model of health care delivery first 
began to dominate the system. This meant that hospitals received an 
ever larger share of health care rcsourcesat the expense of encouraging 
less costly or more efficient outpatient and preventive care. Since then, 
developments in private insurance and government programs have 
reinforced this pattern. The creators of Medicare and Medicaid unwit- 
tingly entrenched these bia.scs by structuring those programs to pay 
primarily for hospital care. 

Since the mid- 1960s, mcdic.’il care increasingly has moved away from 
hospitals at both ends of the spectrum. Acute conditions that once 
required bospitaliration can now be treated in doctors offices, at 
surgical centers, or with prescription drugs. Meanwhile, patients with 
chronic or degenerative conditions can now receive more intensive 
care for longer periixLs of time at home or in a nursing home. New 
technologies have decreased the risks involved in many treatments, 
rendering simple and routine many procedures that once were difficult 
or complex. They also have provided cures for previously untrcatahlc 
conditions or prolonged the lives and reduced the .suffering of patients 
whose condition is still incurable. 

But the structure for financing health care has failed to adapt to 
these changcs.Tbc third-party payment system continues to .spend vast 
amounts of money on acute-care treatments that arc increasingly a 
common consumer commodity. Yet private insurance and government 
programs arc only now beginning to address the rapidly growing need 
for coverage of long-term care and catastrophic acutc-care expenses. 
In those instances where health care spending can most easily be 
controlled, the structural defects of I he system mean there are still few 
incentives for patients to question costs or for doctors to use technology 
to provide efficient and economical treatments. Bui in lho.se cases 
where the treatments arc intensive or prolonged and the co.sts arc 
enormous, patients now find them.selvcs without the protection they 
need. 

The impact of the system’s failure to adapt to changing technology 
and demands is most readily apparent in the problems now plaguing 
Medicaid. Originally created as a program to finance basic health care 
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services for the poor, Medicaid in recent years has become a program 
for Tmancing care for Americans driven into poverty by high medical 
expenses. By default, Medicaid has become the payor of last resort for 
America's health care bills. Over one-third of all Medicaid money is 
now spent on nursing home care, largely for middle class retirees who 
haw depleted their assets and income and arc left enough to qualify 
for the program. 

Without major reforms, this situation will only become worse. The 
projected growth in the elderly population wBI increase the demand 
for nursing care. At the same time, the need for catastrophic acute or 
long-term care is increasingly a problem for the young as much as the 
old.The costs of caring for younger patients with severe disabilities or 
terminal illncs.scs like AIDS or degenerative neuromuscular disea.scs 
can far out.strip those for a retiree spending the last months of his or 
her life in a nursing home. Having exhausted their re.sources and run 
out of other options, more of the.se younger patients are ending up on 
Medicaid rolls. In the end, everyone loses: Middic-cla.ss patients arc 
unneccs.sarily driven into poverty, while fewer of the poor arc able to 
receive the care that Medicaid was originally designed to provide them. 

As current problems such as health care inflation, uninsurance, and 
lack of coverage for long-term care grow and multiply, it is becoming 
increasingly clear that .something is seriously wrong with the basic 
structure of America’s health care financing system. It Is no longer a 
quc.slion of whether the system should be reformed. Rather, it is a 
question of how to reform it. 
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A Framework for Reform 

Stuart M. Butler 

T he deficiencies of America’s health care system are inherent in its 
very design and structure, which, as Chapter 1 explains, arc the result 
of policies and trends spanning more than 60 years.Thus if the ailments 
of the system arc to be cured, the root causes must be addressed. Simply 
adding new programs or introducing another layer of control will tail 
to correct the underlying problems. 

Reform must create a health care system that satisfies the demands 
and priorities of the American people and docs so in a way that 
encourages the health care market to adju-st to the choices of con- 
sumers rather than frustrating the operation of markets. The current 
crisis in large part stems from the failure of lawmakers to view (he 
system as a market. 

Liberals have resisted the u.se of market mechanisms in their efiorts 
to devise a comprehensive health care system for Americans. But while 
conservatives advocate the u.sc of markets, they loo share the blame for 
today’s problems.They.so far have refu.sed torccognizelhatsomc form 
of comprehensive health care .system in America is politically in- 
evitable, given the rising tide of pressure from groups short-changed 
by the current system. Refusing to reaignize this, conservative law- 
makers generally have confined themselves to trying to block popular 
liberal proposals to extend a flawed system, rather than offering their 
own plan for a new and comprehensive system that corrects those flaws 
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by introducing beneficial incentives. By playing only a narrow defensive 
rolc» conservatives has'e incurred the anger of Americans by slowing 
the iniroduclioo of liberal programs, while failing to offer a responsible 
alternative. 

A rCvSponsible reform must achieve the broad health care objcctive.s 
of the American people in a manner that cures the structural problems 
of the current system. As such, it must reach three goals: 

(j(»al #1: A reformed U.S. health care .system must give all Americans 
access to adequate health care services. 

America's current health care system contains unacceptable gaps in 
coverage. A reformed system must bridge these gaps. 

(jOuI #2: A reformed U.S. health care system must contain market- 
based incentives to moderate enst.s. 

Today's system is riddled with pcrver.se incentives for rapid cost 
escalation. Congress has tried to staunch this by inlroduciug incrfcctive 
and damaging price controls. Needed instead Ls a system that uses 
competition and price incentives to reduce inflationary pressures. 

Goa! #3: While prices must be used to encourage the efficient use of 
health cure rc.sources, a reformed system must ensure that families 
do not suffer catastrophic flnancial losses because of ill health. 

The current system protects most Americans from most rout'mc 
medical cosLs but leaves them unprotected against heavy costs. A 
reformed system must focus on catastrophic protection. 

Achieving these goals requires a fundamental change in the thrust 
of U.S. health care policy. As Chapter / notes, the traditional polity 
approach has been to grail new programs and requirements onto a 
system that is inherently unsound. In the public sector. Congress has 
been expanding Medicare for the elderly, yet it has not solved the 
shortcomings of the .social insurance model. Similarly, Congress has 
debated adding new federal programs to expand Medicaid without 
exploring ways to deal with the program’s soaring costs. At the same 
lime, lawmakers seem far more intent on mandating that employers 
provide health coverage than on correcting the perverse incentives in 
the tax and regulatory treatment of health insurance that make it 
unaffordable for .some workers. 
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Some members of Congress, such as Senator Edward Kennedy, the 
Massachusetts Democrat, have traveled beyond America’s borders to 
explore foreign health care systems as a model for restructuring the 
current U.S. health care system. These lawmakers recognize correctly 
that, if the system in this country is to achieve the goals desired by most 
Americans, it will require some fundamental changes. They note that 
the U.S. Is unique among major indu.slrialized countries in lacking a 
national health system, in the sense of a system in which government is 
directly involved in linancing or delivering health care services for 
virtually the entire population. 

The trouble is that these putative reformers in most instances have 
been unjustifiably impre.-aed by the attractive features of foreign sys- 

lents but have paid insufficient attention to their serious shortco igs. 

Indeed, an examination of systems abroad suggests that Ihe best road 
to reform in the U.S. would be to focus on correcting Ihe inccnlives 
and regulation of America’s essentially private system of health care 
delivery and not lo adopt a new system based on models drawn from 
such countries as Britain, Sweden, or Canada. 

HEALTH CARE SYSTEMS IN OTHER COUNTRIES 

In mast countries the govemmeni plays a far larger role in the 
financing and delivery of health care services than in the U.S. Yet there 
is no universal model which has been adopted abroad. Rather, a wide 
variety of systems exists, many of them incorporni ing the private sector 
within a govcrnmcnl-dcsi^cd framework. The.sc foreign systems fall 
into Iwo broad categoriesr® 

1) National health systems 

A national health .system is characterized by universal coverage for 
all citizens, as a legislated right, financed through general tax revenues, 
with government control or ownership of hospitals and with physicians 
employed cither directly by the government or working under contract 
to the government. 


30 For a irvkrw of health systems abroad, see Marshall W. Raffel. cd.. Compttrath'c 
Health Systems (University Park. PentL^^nta; Pennsylvania State University Press. 


1984). 
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Example; Great Britain 

The British National Health Serviec (NHS) was created in 1948 as 
ihc Free World’s firsl comprehensive government health care system. 
Its architect, the economist Lord Beveridge, declared that the system 
would provide every citizen, rich or poor, with equal access to 
“whatever medical irealmeni he requires, in wh.ilcver form he re- 
quires.” With about 1 million employees, including over 50, (KX) 
physicians, it is one of Ihc world’s largest employers. 

The British .system provides "cradle lo grave” health services for its 
citizens. Britons have access lo a general praclilioncr — although not 
necessarily one of their choosing — at no charge and can obtain 
prescription drugs al a nominal cost of less than $4, although >S0 percent 
of the population U exempt even from that charge. There are no 
hospital or physician charges for tests or in-hospital tre:itmcnl. The 
system is financed primarily through general lax revenues, although a 
very small contribution Is made through payroll taxes and by private 
patients who pay fees for the use of NHS hospital facilities under the 
supervision of their own private physician. 

The national government owns and operates over 2,000 ho.spital5 
and directly employs must hospital staff, although .some hospital 
physicians, like most general praclilioncrs and dentists, combine NHS 
work with private practice. 

Although all citizens are eligible for NHS services, about 10 percent 
of medical care in Britain is financed and delivered through the private 
sector. Individuals choose private insurance or direct payment general- 
ly to obtain benefits not available from the NHS, including choice of 
physician and immediate access to a hospital for noncmcrgcncy 
surgery. 

Example: Sweden 

Despite a population only one-.seventh that of Britain, the Swedish 
health sy.slcm employs about one-lhird as many workers as Britain's 
NHS, or alHVUI 7.5 percent of all Swedish employees. Like Britain, 
Sweden provides a universal government health care system, mainly 
run by local county councils. The councils own Sweden’s public sector 
hospitals and. as a group, negotiate salaries with physicians, nurses, 
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and ancillary workers. About 5 percent of the physicians are in private 
practice, mainly in the cities, and they account for about 2(1 percent of 
ambulatory medical care. 

Nearly all the Hnancing for the Swedish system comes from p.iyroll 
taxes or general taxes. Patient charges, however, arc high compared 
with most European countries. There is a charge of approximately 
$8.50 for each of the rir.sl 15 visits to a doctor, a $10 charge for drugs, 
and a daily hospital fee or$.S3U. 

2) Social insurance systems 

Social insurance systems arc characterized by universal or near 
universal service financed through compulsory employer and in- 
dividual contributions. These contributions pay for a system that is 
organized through nonprofit insurance funds. The government may 
own some hospitals and employ some medical staff, but generally it 
does not dominate the medical industry. 

Example; West Germany 

The West German health system is a relinemenl of a compulsory 
social insurance system first developed in 1883 by Chancellor Otto von 
Bismarck. It is the world's oldest health insurance system. All but the 
2 percent of West Germans who arc privately insured are enrolled in 
the system. Matching contributions from employers and employees arc 
channeled to about 1,400 “sickness funds," or nonprofit insurance- 
companies, to which Germans mu.st belong. Each sickness fund sets its 
own rate, which is collected as a tax on earnings up to a certain annually 
adjusted level known as the “wage base." The average lax rate is 13 
percent, split between the employer and employee. Dependents of an 
insured individual are automatically enrollcd.Thc unemployed also arc 
enrolled, with premiums paid on their behalf by (he government. The 
patient is not charged for visits to a physician, but does pay just over 
$1 for prescriptions and just over $3 per day for a hospital Stay. 

Hospitals and physicians mu.s( negotiate fees with the sickness 
funds. General practitioners and other office-based physicians, for 
instance, arc grouped in regional A.ssociations of Insurance Doctors 
(AlDs). In exchange for agreed service,s, based on a minimum estab- 
lished by law, each sickness fund pays the local AID a certain amount, 
and the AID distributes this money according to a fee schedule agreed 
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by the members of the AID. Palients have free choice among the 
physicians that agree to treat sickness fund palients - about 90 percent 
of gcncraJ practitioners. 

Payments to hospitals take two forms. The Wc.st German federal 
government regulates the daily charges that hospitals can bill the 
sickness funds for treating patients. In addition, federal, slate, and local 
authorities reimburse hospitals for the cost of construction and for 
their e<|uipmcnl. 

Isxumple; Canada 

Since 1971, all of Canada's provinces have provided universal hospi- 
tal and physician insurance. The federal government contributes ap- 
proximately 5(1 percent of the cost (more in the poorer provinces), and 
the provinces are responsible for the re.st. Health care funding is 
channeled through provincial health care programs, in some cases 
admim'stcred by single corporations. Canadians have free choice of 
hospitals and doctors and pay virtually nothing directly. Private health 
insurance Ls also available, but private insurance companies are barred 
by federal law from offering services that compete with the comprehen- 
sive provincial plans. 

In some provinces a mixture of income and sales taxes pays for the 
provincial portion, but in Alberta and Ontario (Canada’s most 
populous province) the system is based on social insurance principles, 
and residents are required to pay premiums, usually deducted from 
payroll checks. In Ontario, about 70 percent of the population pays 
premiums directly or indirectly through their employers. Residents 
over age 65 receive services without paying premiums, as do individuals 
and families without sufficient resources. Total premiums contribute 
about 20 percent of the health insurance budget. 

The vast majority of hospital beds in Canada are in private institu- 
tions. The insurance program in each province reimburses hospitals on 
the basis of their operating costs. A calculation is made of the likely 
utili/ation rate in the area, and the acceptable total cast of services is 
determined by a rate-setting body in each province, usually appointed 
by the minister of health, with a major role in seleaion played by the 
insurance plan. Hospitals arc permitted to charge special fees directly 
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10 patients for special services (such as a private room). The capital 
cjqienditurcs of hospitals are financed by government grants or raised 
privately. 

Fee-for-.servicc is the dominant form of payment to physicians, both 
for hospital and office services, although some hospital doctors are 
paid a salary. But fees arc fixed. All physicians arc reimbursed accord- 
ing to a fee schedule for .services, which is negotiated with the provincial 
medical associations. 

IMPLICATION.S FOR AMERICA 

Some proponents of expanded U.S. government programs point to 
certain statistics, such as infant mortality rates, to argue that national 
health services or social insurance programs lead to improved health 
among the population. But comparing the effectiveness of health care 
systems Ls a notoriously risky excrci.se. Explains Profes.sor Uwc Rein- 
hardt of the Woodrow WiLson .School at Princeton University: 

Unfortunately, these crude indicators tell us little about the 
relative efficacy of different health systems, because these 
health-.status indicators arc shaped by many .socio-economic 
and demographic factors completely outside the control of the 
health system proper. It would therefore be neither meaningful 
nor fair to read into such crude numbers shortcomings of the 
American health system per se.^' 

Nevertheless, two things become clear in any international com- 
parison of health sy.stcms in the developed countries. The first is that 
the universal, tax-financed systems tend tobc very popular with voters. 
Only after a decade as Prime Minister has Britain's Margaret Thatcher 
felt able even to propose significant reforms to introduce more com- 
petition and private medicine into the NHS. The popularity of the 
system makes structural reforms a very dangerous political exercise. A 


3t Uwc E Reinhardt, Ph.D.. “Health Care Pxpcnditurcc in Other Otynlncs," state- 
ment presented to the Subcommittee on Rducation and llcalih. Joint Economic 
Cxtmmittec of the U.S. Congress. May 3, 1987. 
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poll in June 1988, for instance, found 64 percent of Britons rating the 
NHS as “good,” with only 15 percent rating it “poor.” The poll also 
found that 64 percent favor “total state [central government) funding” 
for the service, in contra.st to only 2 percent favoring “mainly or solely” 
private funding for health.^^ A poll in Canada in 1984 found similar 
strong support for the provincial systems, with 81 percent of respon- 
dents declaring they were “very” or “quite” satisfied with the plans.^^ 

The second characteristic, paradoxically, is that, for all the popular 
support for these systems among their citixenry, there is widespread 
bitter critici.sm by patients. Many of the problems they encounter would 
horrify most Americans. The patients apparently assume that the 
deficiencies arc the result of insufficient government spending and not 
of the inherent characteristics of the systems they admire. Yet the flaws 
are endemic; this should give pause to those UJi. lawmakers who 
believe that simply adoptingthe British or Canadian models would lead 
to a major improvement. 

The underlying cause of problems associated with .social insurance 
and national health systems is, ironically, the same as that driving up 
the costs of the UJ>. system; the fact that patients make little or no 
contribution to the cost of their care. 

In the U.S., as Chapter I explains, this “zero price” policy has led to 
high demand for medical services, regardless of need, efficacy, or costs, 
resulting in rapidly escalating and seemingly uncontrollable private 
and public health budgets. But in countries where budgets arc deter- 
mined by the political process, and thus must compete directly with 
other political choices, the high demand for services outstrips the 
supply of funds, resulting in chronic shortages, deficiencies, and ration- 
ing of medical services and supplies. 

While this conflict among government spending priorities is a well- 
known chronic feature of health care policy in Britain, it Ls also the case 
in other countries with government-financed systems. Goran Len- 
nmaker, health care expert for Sweden's opposition Modcrala Sam- 
lingspartiei (Moderate Party), notes that constant hospital bed 
shortages in his country arc due to the fact that. 


32 Poll by Market Sc Opinkm Research Inlcmiiional quoted in The .Vch’ York 
Times, August 7, 1988. 

33 Quoted in John K. Iglchart. '‘Canada’s HeaiUi Oirc ^tem" (pan )), 77ie Ne» 
En^ondJfMimulofMedicine,Si^\em\>cx 18, 1986, p. 781. 
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...the govcrnracnl has monopolized ihc health care, and that 
makes it hard to get the expansion wc should have bad....l n other 
countries, and especially the U.S., patient demand directs the 
outcome. In Sweden there arc commissions and central 
decisions about how to allocate resources. ..and that is why wc 
fall behind.^ 

A 1980 study of the Canadian system in the New England Journal of 
Medicine found similar structural problems, noting that the policy of 
protecting patients from paying any portion of their bill has led to "no 
limits on patient demand, no system wide controls on provider volume, 
and an emphasis on the provision of more expensive care in the 
hospital, rather than — when medically appropriate - in lower ixist 
settings.”^ The author, John Inglchart, quotes one of Canada’s best- 
known health economists, Robert G. Evans, who characterizes the 
Canadian sy.stem as follows: 

Increasingly, Canada is running into the contradiction that was 
built into the health insurance plan at its creation. By that 1 mean 
that there is a basic conllicl in a policy that says government 
must control its budget, health care must be universally avail- 
able, physicians must retain their profcssional^utonomy, and 
consumers must have free choice of providers.* 

Every economist knows that, when prices arc kept artificially low, 
consumer demand rises rapidly. There arc only two ways to prevent 
such a system leading to prtrgram bankruptcy or massive tax increases. 
One is to control the prices charged to the government by health care 
providers. The other is to impose ristioning, thereby denying the ideal 
of free access to health care. All the systems utilizing social in.surancc 
or direct government provision have in various degrees resorted to 
both of these practices. 

Britain imposed income controls on medical .staff from the inception 
of the NfIS.Thosc controls have kept down Ihc budget - indeed Britain 
spends less on health as a proportion of gross national product than 


34 Ouolcil in Annika Schildl. “In Sweden. n<tualily a'l'inged With Incmcicncy,” The 
Washinfffm Post (Health Section), Augutti 16. 1988, p- 8. 

35 Inglchart. op. cit. Part I, p. 203. 

36 p.203. 
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any other major Western country. But government controls have meant 
continuous complaints over pay by all sections of the medical profes- 
sion, leading to very high rales of emigration by physicians and frequent 
strikes and other protest actions by medical personnel and ancillary 
workers. Britain, in fact, has one of the lowest rates of physicians per 
unit of population of any Western industrialized country. The rate 
would be even worse were it not for the immigration by doctors from 
Third World countries, where salaries are even lower. 

With growing tensions between the medical profession and the 
government, other countries have been forced down the same road of 
price and income controls. Canada, for instance, has resorted to 
increasingly stringent controls over physician fees to keep costs within 
budget. Until 1984, some provinces allowed physicians to “extra bill” 
patients above the agreed fee schedule, as a safety valve in periods of 
tight control. But a 1984 federal law cut federal assistance to provinces 
that permitted extra billings. The move was bitterly fought and 
denounced by physiciaas, and in Ontario it triggered a 2S-day strike by 
doctors, the longest strike in the history of Canada's health system. 
.Such fee controls and moves in some provinces to regulate the distribu- 
tion of doctors by restricting the number eligible to receive insurance 
payments in certain locations have angered Canadian physicians. 

Direct rationing is another staple feature of health core in most 
countries. American officials and experts inspecting national health 
systems abroad invariably are impressed by tours of state-of-the-art 
equipment and by the elimination of Tinancial worries for patients. 
What they do not sec are the endemic shortages and misallocations 
that result from rationing policies designed to keep the demand for 
services under control. 

Rationing exists everywhere ingovcrnmcnt-rmanced health systems. 
In the more recent universal systems, rationing is less obvious, as one 
might expect, but it is growing. In Canada, for example, shortages of 
new equipment, the deterioration of existing facilities, and waiting lists 
arc intensifying. New and expensive technology is less available to 
patients in Canada than in the U.S. The entire province of New- 
foundland, for instance, with a population of 579,000, has just one CAT 
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scanner?^ And John Inglchart, in bis study, finds that "the physical 
plants ot Canadian hospitals - particularly the teaching institutioas - 
arc nearing obsolescence.”® 

The emergence of long wailing lists for medical care in Canada is 
particularly troublesome to patients and physicians alike, since it rep- 
resentsthc denial of the ideal of national health care and is a particular- 
ly brutal way of keeping down demand. While acutely ill patients get 
priority, Canadians with debilitating yet nnncmergcncy conditions are 
learning to wait in line. In Ottawa, a heart patient can c.\pect to wail 
for four months for a coronary bypass operation.^ In Vancouver, 
reports one doctor, the wait for a routine neurological examination is 
one to three months, a cataract operation may involve a nine-month 
wait, and comeal transplant surgery can involve a delay of as much as 
four years. Such wailing periods are not merely inconvenient, they can 
lead to significantly increa.sed risk. Indeed, sitys the doctor, “The risk 
of dying on the waiting list forcardiaesurgery is greater than the actual 
operative risk."^^ 

Rationing by waiting list is an even stronger feature of fully nation- 
albcd health sy.slcms. In Sweden, a recent government commi.s,sion on 
coronary care found that Swedes can wait up to eleven months for a 
diagnostic heart X-ray, and up to another eight months for essential 
heart surgery.'" A research cardiologist, Steffan Ahnvc, calculates that 
at least 1,(XX) -Swedes die each year for lack of heart treatment. He bases 
the calculation on what he calls the “invisible” waiting list of "those who 
ought to be treated but don’t even atme up on the wailing list because 
it is so tight that we con.slantly have to prioritizc.”^^ 

Britain imposes the most extreme rationing by wailing list. Currendy 
about 6811,000 Britons arc on the waiting list for "elective” surgery 
(which in Britain merely means noncmergency). Government figures 
indicate that 25 percent of tho.se on the list will be kept waiting for over 
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a year. Even urgent ca$cs can mean a wait of well over a year for major 
eye or orthopedic surgery, and patients with debilitating heart 
proMcms can wail several months for a hospital bed. Even gelling an 
appointment for ooocniergency outpatient care or tests can mean a 
wait of. several months. In some areas of Britain, a women receiving an 
initial positive test in a pap smear to detect cervical cancer can be 
forced to wait a further two months before a follow-up lest is conducted 
to confirm the diagnasis. 

Long wailing periods and other forms of rationing can be devastat- 
ing, even fatal, for patients. Britain was the First country in Europe to 
establish a kidney-failure program, yet today kidney dialysis is less 
available to Britons than to citizens of any other country in Europe wit b 
the exception of Finland. Moreover, in practice, dialysis simply is not 
available to patients older than 55. Hie Kidney Patient Association 
c.siimatCH that 1,500 Britons die each year for lack of trcatmcnl.^^ 

LESSONS FOR THE ONIl ED STATES 

It is inconceivable that Americans would accept the waiting lists and 
other shortcomings of such systems as Britain's National Health Sys- 
tem. Most Americans surely would balk at the problems nowcmcr^ng 
in Canada's system. These problems are remarkably consistent across 
national bordGr.s.Thisis not .surprlsing.They are the direct result of the 
economics of any health system ba.scd on .social in.surancc or direct 
government funding. 

The shortcomings of such government systems can, in fact, lie seen 
already in America’s Medicare and Veterans Administration (VA) 
health programs, the first organized on social insurance principles, the 
second on the British model of direct government provision. As Chap- 
ter 5 explains, the U.S. until recently has avoided facing the 
demand/budget conflict by making Medicare a strict entitlement and 
simply spending whatever is required to pay for services after imposing 
premiucDs and copayments. But changing demographies and runaway 
costs have forced Congres.s to impose price controls on Medicare 
payments to hospitals, leading to Umilaliv^ns on hospital care for the 
elderly. 


43 Amity Schfac&. “Marliei 'rest* Britain llenith System.'* The Wall 5irtri /ot/mo/. 
Januaty 27. 
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In ihe Veteran’s Administration, with its own separate system of 
hospitals and physicians, the problems arc more like those of Britain 
— chronic misallocation of resources and poor quality patient care. 
This situation in the VA is made easier only by the availability of 
iiitemativc private insurance and hospitals for veterans unwilling to 
accept the deficiencies of the VA system. 

The features of government-operated and social insurance health 
programs at home and abroiid should cause lawmakers to pause long 
and hard before pressing for similar systems in this country. Such 
systems lead inevitably to price and budget controls, and this in turn 
leads to arbitrary or bureaucratic rationing. There appears to be no 
escape from that result in any country. Only the degree of the problem 
differs. 

Nevertheless, government -funded and managed systems remain 
popular. To some degree, as in the case of Britain, this may be because 
most citizens have never known any alternative, and thus, have a 
distorted impression of the largely private .system in the IJ.S. Horror 
stories of uninsured foreign tourists in the U-S. running up enormous 
hospital bUls arc routine grist for the British tabloids. But another 
aspect of the popularity of the National Health System among Britons, 
which should be understood by American conservatives, is that most 
people in Western industrialized countries are prepared to accept 
many serious shortcomings in a system if it can deliver health care to 
everyone — even poor health care — without level of income being a 
barrier to acetsss. 

Conservttlives too should recognize that the pressure for national 
health .systems comes from Americans wanting the same thing; ade- 
quate care for everyone, regardless of income. Rather than denying 
that Americans are demanding this, conservatives should recognize 
that, unless they develop a comprehensive system that still maintains 
Ihe choice and quality that Americans have grown to expect, the 
political process eventually will create a nationwide system plagued by 
the defects of the national systems abroad. 
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CREATINt; A NEW HEALTH CARE SYSTEM FOR AMERICANS 

By modirying I he eidsting syslem, the U.S. can develop a new health 
care syidcm that will achieve the stated hut unfulfilled goals of health 
care systems overseas — choice, access, and economy. Needed for this 
is a framework that works with, not against, basic economic forces. To 
lie effective, the alternative framework must be built on the foundation 
ofeoasumer choice— the most elTidcnl and effective regulator of price 
and supply in any market, including the health care market. PubUc 
policies, rcgulat ions, and programs thus must be reformed to create an 
incentive structure that encourages consumers to question the need 
and the cost of the health care that they purchase, yet does not prevent 
them from obtaining needed care because of its expense. 

The fundamental error of America’s current health care system, in 
both the public and the private sector, U the assumption that health 
care is one area of economic activity where consumer choice and the 
efficient operation of markets is impossible. Policy makers agree that 
in theory markets arc the bc.st way of serving individuals while limiting 
costs, but they tend to argue that health care is an exception and is not 
an area where markets can function.'*^ This contention rests on three 
allegations: 

Allegation # 1: Consnmers of health cure have insullicienl expertise 
to make wise chnices. 

Some proponents of federal health programs maintain that medical 
care is too technical a service for most Americans to understand. 
Becau.se they cannot make sensible choices, the argument continues, a 
market cannot function for health care. Only a trained expert, it is said, 
can judge whether the cost of a given medical service is reasonable and 
the procedure necessary. Contsequcntly the only way to control health 
care costs, it is argued, is for experts in govemracnl, corporations, or 
insurance companies to set prices in advance or carefully audit the 
costs after services are provided. 


44 For a ]{och1 cxamimiilon of the argkuDcnis for anil against the aniicompctiiivc 
nature of ibe health care market, sec: Rita Ricardo>CampbeU, TTmt Economics arul 
Politics of Health Cure (Chapel IRII, North Carolina: The Univeraity of North Carolina 
Press. 1982). pp. 90-135. 
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Allet^tion # 2; Even inrormed cnnsutners onen dn nul hsve Ike time 
to chouse carerully. 

The need for medical care often is impossible to predict, and the 
needs may arise so suddenly that the consumer docs not have time 
make an informed choice among the services and costs of different 
providers. A pcde.slrian knocked down by a truck, or a businessman 
•suffering a heart attack, has no time to consult the price lists of 
competing hospitals. 

Allegation # 3: Consumers cannot avoid nr plan for health care costs. 

Budgeting for medical costs differs greatly from planning to buy a 
new car or stereo. Typically, health care purchases cannot be delayed 
until funds arc available. An individual cither needs medical service or 
docs not, and if he needs it, he hits little choice over quantity or type. 

Most policy makers accept t he validity of these three allegations and 
conclude that they rule out the use of markets as the primary 
mechanism around which to construct a health care system. Yet al- 
though the charges appear plausible, they arc not unique to medical 
care, and by no means, rule out markets. In fact, all specialized services 
in some key aspects are "tmique," and just because consumers may lack 
a basic unrier.standing of some professions docs not prevent them from 
contracting for the services of, say, tax accountants, lawyers, or auto 
mechanics. 

Consumers have ways of compensating for their lack of specialized 
knowledge. Normally, a consumer determines the general type of 
service needed or wanted. He may, for instance, conclude tliat he needs 
a mechanic to repair the transmission of his car. He then selects a 
specific provider based on recommendations from Iriends or an 
automobile association, or he may consult a consumers’ magazine. And 
because he is paying for the service, this consumer has an incentive to 
question different mechanics regarding their c.stlmated fees and 
reasons for recommending specific courses of action. Thus even 
without detailed knowledge of the services he needs, the consumer still 
can make informed decisions about the actions he should take. 

While the stakes may be higher with medical services, the process 
itself is not fundamentally different. An individual begins by determin- 
ing the kind of doctor he needs — perhaps an allergist or a general 
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pract!liuncr. Next he may ask Triends, relatives or other doctors for 
specific recommendations. If one doetor says he needs an operation. 
hi.s insurance company mijihl require him to obtain a second opinion. 
In practice, n market of .sorts already functions regarding (he quality 
of medical services in America. The only clement missing from the 
normal process of the market is cost comparison. 

In a medical emergency, of course, there is no lime for a consumer 
to do comparison .shopping; but even here a consumer market can 
function. Genuine emergencies arc routinely accommodated by in- 
surance, and consumers can draw on expert advice in making health 
insurance decisions - just as a homeowner or car owner lakes steps to 
shop around for insurance. Moreover, just as auto emergencies are a 
small element in must American’s repair hills, medical emergencies 
comprise a relatively small share of a consumer's potential demand fur 
health services. At most, only 15 percent of all medical care is of an 
emergency nature.'** And even for the most critical noneraergeney 
conditions, il is often possible to delay treatment at leo.st long enough 
for a second opinion on the best course of treatment. 

Thus although the need for medical care can be both unpredictable 
and exitensivc, markets still can function. Indeed, major medical care 
is very well suited to properly conslruclcd insurance, while most com- 
mon health expenses, such as regular checkups, denial care, and 
Irealmcnl for minor infections or injuries, are usually as affordable as 
other household expenses. The firsf step in reforming the U.S. health 
care system is to recognire that markets can operate effectively. Once 
this is undcr.stood, it is then possible to design policies that would 
increase consumer power within a more competitive health care in- 
dustry, while ensuring that cost is not a barrier to access. 

Given the lessons of foreign countries and a careful anaivsis of the 
failings of the current U.S. system, the key elements of a consumer- 
oriented, markct-ba.scd, comprehensive American health system 
Would include: 


■« tWJ.p.M. 
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Element # J: Every resident of the U^. must, by law, be enrolled in an 
adequate health care plan to cover major health care costs. 

This requirement would imply a compact between the U.S. govern- 
ment and its citizens: in return for the government’s acccpliog an 
obligation to devise a market-based .system gu.aranteeing acce.ss to care 
and protecting all families from tinancial distress due to the cost of an 
illness, each individual must agree to obtain a minimum level of protec- 
tion. This means that, while government would take on the obligation 
to find ways of guaranteeing care for those Americans unable to obtain 
protection in the market, perhaps becau.se of chronic health problems 
or lack of income, Americans with sufficient means would no longer 
be able to be "free riders" on society by avoiding sensible health 
insurance expenditures and relying on others to pay for care in an 
emergency or in retirement. 

Under this arrangement, all households would be required to 
protect themselves from major medical costs by purchasing health 
insurance or enrolling in a prepaid health plan. The degree of financial 
protection can be debated, but the principle of mandatory family 
protection is central to a universal health care system in America. 

Help would be provided in two ways. First, the tax code would be 
amended, as Oiapter 3 describes, to ®ve lax relief to individual pur- 
chasers of health insurance or prcp,'iid plans and to provide tax credits 
for out-of-pocket expenses. Second, government would aid those who, 
bccau.se of income or medical condition, find the cost of protection to 
be an unreasonable burden. Such aid could lake the form of vouchers 
for purchasing iasurance or state-managed systems as described in 
Chapter 5, 

The requirement to obtain basic insurance would have to be en- 
forced.The easiest way to monitor compliance might be for households 
to furnish proof of insurance when they file their tax returns. If a family 
were to cancel its insurance, the insurer would be required to notify 
the government. If the family did not enroll in another plan before the 
first insurance coverage lapsed and did not provide evidence of finan- 
cial problems, a fine might be impo.sed. 
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Elemrnt #2; Enr working American!), obtaining health care protection 
must b« a family respnnsibility. 

The obligation for health care protection must be on the individual 
or head of household, rather than on an employer — o-cn if collective 
bargaining leads to many large employers agreeing to make payments 
on behalf of employees. There arc several reasons for this. For one 
thing, relying on cmploycrprovidcd plans a.s the basic system would 
limit freedom of choice and lead to “common denominator'’ coverage 
that may l>e inefRcicnl. Employees must be free to join a company plan 
but nol Pmancially penalized if they choose an alternative. For anol her 
thing, families and individuals must be able to tailor their health 
insurance awerage to suit Their own particular needs. In addition, 
mandating employee health benefits places enormous and cosily ad< 
ministrativc burdens on small companies; this is a major reason why so 
many workers in small firms lack insurance. Mandating that employers 
rather than individuals obtain coverage thus would lead to job losses 
and encourage firms to avoid hiring workers with potentially high 
medical bills. 

Element #3: The governmentN proper role is to monitor the health 
market, subsidise needy individuals to allow them to obtain sumdcrit 
.services, and encourage com|)etition. 

The government should not operate a social insurance system. This 
merely invites all the problems of a polilicizcd bureaucratic monopoly. 
Government’s proper role is three-fold. First, it should establish ba-sic 
rcgulation.s to ensure that all plans comply with the broad objectives of 
the national system. 5vecond, it .should provide financial support for ilic 
poor and chronically sick to cn.surc that they can obtain adequate 
protection. In limited instances, this might be done by the government 
acting as a “surrogate consumer,” buying into private plans on behalf 
of special groups. And third, it should develop a system of inccoltves 
and reasonable requirements to intensify competition in the health 
industry and to ensure (hat Americans have proper health care protec- 
tion. 

Government also can work with private institutions to devise 
Strategies to deliver health care services more efficiently to grou;K> 
served least well by the health care market, such as the indigent and 
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(he chronically ill. By allowing slates lo propose demonstration 
projects, for instance, (he public agencies may be able to use private 
markets to reduce the cost of assisting the poor. 

By designing policies based on these three elements, Amcric.'i could 
achieve the objectives of a comprehensive health system without the 
problems of today’s expensive and incomplete system. By establishing 
clear obligations and guaranteeing assistance to those who cannot meet 
that obligation, the nation could design asyslem that serves all but docs 
not allow some to avoid sensible planning by relying on the taxes or 
goodwill of others. And by unleashing the creative and efTicient power 
of the competitive marketplace, America could avoid the dismal 
bureaucratic rationing of other countries. 

In short, by changing basic regulations and incentives to energi/e 
competition and make consumers more cost conscious, while restruc- 
turing financial support and introducing reasonable requirements that 
Americans purchase basic catastrophic coverage, it is possible for 
America to create a health system (hat is the envy of the world. 


53 




70 



71 


Chapter 3 


Health Care for Workers 
and Their Families 

Kdniund F, Haisliiiaier 


Ai oullincd in Chapter I, America’s bealih care system twlay suffers 
from several decades of policies designed to favor health care 
providers and iasurers rather than patients. As Chapter I explains, the 
current debate over cost control is little more than a struggle between 
the competing interests of providers and insurers. Ignored arc the 
interests and needs of the consumer. 

Providers, of course, need to be compensated for their services and 
therefore have legitimate interesLs in the structure of the system. 
Similarly, if employers, insurance companies, and governments agen- 
cies are expected to pay most of the bills, they too have a legitimate 
interest in how the money is .spent. But ultimately, it is the patient/con- 
sumer, not the prosidcr or third-ptuly payer, who uses health care 
services, and it is the patient for whom the system should be designed. 

It is not suflicient simply to .say that the consumer must come first. 
It is also necessary to determine for which group of consumers t he basic 
structure of the system should be geared. A temptation for reformers 
is to alter the entire structure of a system so that it meets the needs of 
a minority of “hard cases.” Moved by comptission, reformers reason 
that, if a system is rebuilt to serve the needs of lhe.se cases, then it also 
will work well for everyone else. In fact, the opposite is more oAen the 
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case. Systems designed to fit the needs of a minority of individuals can 
be so distorted that these systems work neither for the minority nor the 
majority. The best approach is to first make sure that the basic .system 
is responsive to the needs of the majority and then to devise policies 
that enable the disadvantaged to share in the benefits of that system. 

The difference between the two approaches to reform can be .seen 
in the U.S. experience in another area of social policy — housing. Some 
cities, such as New York, have tried to address the special needs of a 
minority of their residents by enacting policies, such as rent controls, 
which have changed the ba.sic structure of the entire housing market. 
The effect of this has been to undermine the .system’s ability to serve 
the majority and minority alike. The results: a decline in the number ol 
units available to all income groups; exorbitant rents for non-rent-con- 
troUed apartments; and a shortage of housing for the poor — the very 
group the policy was intended to assist. 

In contrast, the concept of housing vouchers is based on the under- 
standing that a freely operating housing market best provides affor- 
dable housing to middle- and upper-income consumers and best 
responds to new demands for more hou.sing. Further, it recognizes that 
the reason that the poor often cannot obtain adequate housing is not 
because of some inherent failure in the system, but because they have 
insufficient means to pay the market price for such housing. Vouchers 
are a simple means of overcoming this problem without undermining 
or distorting the system that works well for the majority. 

It is this kind of approach— establishing a system that works well for 
the majority and then adding components to allow minority access to 
that system — that should be the strategy behind reforming the basic 
structure of America’s health care system. 

Unlike housing, America’s basic health care system does not even 
.serve the majority very well. Rapid escalation in the cost of medical 
care is symptomatic of a health care .system with chronic problems. 
Thus if the special needs of specific groups of Americans arc to be 
addressed, it first will be necessary to make the system more responsive 
to the needs of all Americans. This can be done by subjecting a larger 
share of the medical marketplace to the demands, restraints, and 
incentives of consumer choice, exercised by typical Americans. Only 
after .such basic reform, and when the .system is operating smoothly for 
mo.st people, will government be able efficiently to “buy into” the 
system on behalf of the poor and chronically ill without undermining 
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ihc ability of the system to serve the majority. Chapters 4 mid i will 
detail the methods by which the government most effectively can meet 
the health care needs of two specific groups with special needs: the 
elderly and the poor. 

CHANGING THE TAX TREATMENT OE HEAI.TH CARE 

Lawmakers and otTicials should begin the process of health care 
reform by restructuring tax policies related to health expenditures. As 
Chapter I explains, existing tax policies arc most responsible for the 
system’s problems and failures. 

While, at one lime, the iong.s(anding policy of excluding the value of 
employer-provided health insurance from tax liability expanded accc.ss 
to health care, today it is a major cause of the inflation afflicting the 
sy5tcm.This tax policy encourages Americans to think that their health 
care is paid for by someone else. As such, they lack the normal 
incentives to question the need for care or the prices charged for it. 
Unintentionally, tax poUcie.s have removed this key stimulus to the 
efficient operation of the health care market. New regulations or 
government programs will compound these problems. What is needed 
is to reintroduce market incentives by changing the tax code. 

Tax-free, employer-provided health insurance diminishes the 
worker’s awareness of how he is adversely affected by increased health 
iasurance casts. In reality, the money that an employer spends on 
buying health insurance for a worker is part of the worker’s wages. But 
becau.se the value of these benefits is not even listed on his paycheck, 
the worker has little concern or interest in their cost. Furthermore, 
even if a worker is aware of the cost of his health insurance, he has no 
incentive to economize because saving money on hLs health care does 
not leave him with more cash to .spend on something else. As a result, 
few workers see thc.se employee benefiLs as anything more than a tax 
shelter for routine medical expenses. Gone, in other words, is IxMh the 
normal consumer’s attention to cost and his interest in obtaining the 
best combination of services and protection for each dollar. Employer- 
provided benefits also shield the worker from the reality that higher 
premiums result directly from the lack of concern over the cost and 
quantity of the medical services received. 

Soaring medical costs will only be brought under control when 
Americans arc encouraged to be more prudent consumers of health 
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care. The c.sscnlial first .step is to eliminate the lax excIu.sion of 
employer-provided health insurance and treat these benefiLs as the rest 
of a worker’s cash income is treated. This would give workers an 
incentive to seek lower cost medical care or insurance by allowing them 
to pocket any resulting savings. 

This concept is not new. Conservative and liberal scholars and 
lawmakers have advanced it in the pasL^** 

But it always has provoked .strong political opposition. The reason 
for this is that although over the long term workers would benefit from 
significant reductions in the cost of their health care, the immediate 
result would be an unwelcome increase in their tax bill. Under- 
standably, therefore, workers and their unions have been the fiercest 
critics of the concept. But even employers facing spiraling health costs 
have been cixtl to it, fearing that the rcspon.se from labor would be to 
demand additional income to compensate for the lax change. 

A New Tax Strategy for Health Care 

The way to avoid the political opposition to eliminating the tax 
exclusion for employer-provided health insurance would be to offset it 
with expanded lax deductions or tax credits in the personal income lax 
code for health insurance purchased directly by workers for themselves 
and their families. As explained in Chapter 2 , workers would be 
required by law to obtain adequate insurance to cover major — or 
“catastrophic" — family medical bills. 

By purchasing their insurance themselves, in.slcad of having their 
employers do it for them, Americans would become more sensitive to 
the cost of their health insurance. This, in turn, would encourage them 
to avoid unnecessary nr overpriced medical services that would in- 
crease their premiums. However, consumers would be even more 


46 Sec: Mancur Olson, cd., ,4 ,Vri** Approach to the Uccmomics of Ileahh Cart 
(Washington. D.C: American fintciprisc Inslilulc, 1981); Deborah J. ChoUel, ed., 
ErrtploptT-ProviJcd Health Berttfia: Cmwwgr, Provt-tions. and Policy lattes 
(WashIngTcm, D.C.: Employee BcneOt Research tncliluie, 1964); Jack A. Meyer, ed.. 
hfarket Reforms in Health Care: Current Issues, New OIrretions, Stroieffc Decisions 
(Washinglun, D.C.: American Enterprise Inalitute, 1983): Dallas L. Saltslruiy, ed., tWiy 
Tax Employee Benefits^ (Washington, D.C; Employee Benefit Research Institute. 
1984); Alain Enlhovcn, “IfealthTax Policy Mismatch," //crr/r/t,4j^dtrr. Winter 1965, pp, 
5-14; Howard R. Ultwh and Roger L. Papp, ‘'Subsidised Health Care and Consumer 
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conscious of ihe need and cost of their health care if they purchased 
more medical services directly out-of-pocket instead of through in- 
surance. The more common medical goods and services purcha.scd 
directly hy Americans, the greater the consumer pressure exerted on 
providers to deliver quality care at rea-sonable prices. Ideally, con- 
sumers should purchase as much as possible of their routine medical 
care out-of-pocket and use health insurance only to cover very expen 
sive and unpredictable illnesses. This would make health insurance 
function more like other forms of insurance .such as auto or 
homeowner’s insurance. It would also considerably reduce the cost of 
health insurance policies. 

Therefore, the best tax policy would be one that encouraged 
Americans both to purchase common medical services out-of-poekel 
and to buy insurance coverage for expensive, unpredictable illnes.sc,s. 
This could be achieved by replacing the tax exclusion of employer- 
provided health insurance with a system of health care lax credits in 
the personal income tax codc.Thcse tax credits should be designed to 
favor out-of-pocket health care purcha.scs over the purchase of health 
insurance.They should also be “refundable," meaning that, if a family' s 
income lax liability was less than the value of the credit, the family 
would receive money back from the government. In effect, Ihe govern- 
ment would be giving back some of Ihe payroll taxes it collected from 
the family. This would enable lower-income families, who pay substan- 
tial payroll taxes but little or nothing in income taxes, to receive the 
.same tax relief as more affluent families. These tax credits could be 
structured as follows: 

Taxpayers could be provided with, say, a basic 20 percent lax credit 
for money spent on health insurance premiums and a -TO percent tax 
credit for out-of-pocket medical expenses. To give more relief to 
individuals and families with high medical costs, larger credits could 
be ^ven for medical bills that exceeded a certain percentage of family 
income. For example, an additional credit of .“iO percent could be 
provided for oul-of-ptKkcl expenses exceeding 5 percent of family 
income, and a 75 percent tax credit for out-of-pockel medical cxpcn.ses 
above, say, 10 percent of income. This would provide increasing lax 
relief as health care expenditures consumed a higher proportion of 
family income. Tax deduclioms, by contrast, pvc more lax relief to 
higher earners in higher tax brackets. Such slid’mg scale credits would 
be a fair and efficient way of adjusting for differences in income and 
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Health status among the population. Thus the lower a family’s income 
and the higher its medical bills, the sooner it would receive lax relief 
and the greater that relief would be. 

To aid those with the grealettl need for help with large medical bills, 
taxpayers could take these credits for money spent on the medical 
expenses of needy relatives without having to meet the dependent 
support test. Under current law, this lest requires that, before a 
taxpayer can claim a personal exemption, deduction, or credit for a 
dependent, he must demonstrate that he provided at least SO percent 
of that dependent’s total annual support. This reform would waive this 
dependent support test, so that taxpayers could claim deductions or 
credits for money spent on the health care of relatives carried as 
dependents on their health insurance policies. 

This would encourage families to assume more of the health care 
costs for medically or financially needy relatives, particularly the elder- 
ly, the disabled, the unemployed, and low-wage workers. Families thus 
would become the .second line of defense against high medical costs— 
behind insurance but ahead of the government. 

This would be particularly helpful in meeting the need for long-term 
care service and insurance for the elderly. It also would allow parents 
to help their young adult children obtain health insurance or pay 
directly for basic medical care. Many currently uninsured workers, in 
fact, arc young Americans.'*^ Under today’s system, they often cannot 
continue to be covered under their parents' insurance. Yet they are in 
low-paying, entry-level jobs where employers cannot afford to provide 
insurance. Waiving the dependent support test also would provide 
more flexibility to the parents of disabled children in meeting their 
medical needs. In the case of the elderly and dLsablcd, it could also 
reduce the demand for public financing of necessary services. 

Reforming health care lax policy in this manner should be politically 
attractive. While it will alter dramatically the .structure of health care 
tax policy, it will preserve the basic principles of U.S. health policy, that 
access to care is a desirable social good and that to ensure acce.s$, 
government does not tax the money citizens use to purchase that care. 
Under this reform, Americans would receive roughly the same level of 


•t? "A ProHle of IlK Noneldcriy Populnlton Wilhoul llealth Insurance,” Employve 
Beneru Research Institule Zntue Briff koM, May ltXt7. 
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tax relief for their medical expenses that they do now. The new credits, 
moreover, would be designed to meet the most common health care 
expenses, just as employer-provided insurance docs.The big difference 
is that consumers would be p-aying directly for their common rac-dical 
expenses, and therefore, would become very aware of the need and cost 
of those services. 

Under the current tax exclusion for emploj'er-providcd health in- 
surance, each dollar that a corporation spends on health care provides 
the worker with tax relief of at least 30 ccnts.Thus the worker, indirectly 
through his employer, pays only 70 cents for each dollar of medical 
care. Replacing this with a 30 percent lax credit for out-of-pocket 
expenses would not change the actual subsidy for purchasing health 
care. It would change, however, how the consumer views that .subsidy. 
Instead of thinking only about the 30 cents he is saving in taxes, he 
would think loo about the 70 cents he must spend directly out of his 
pocket to purchase the service. The total lax relief, in dollars saved, 
may be identical, but because he is paying bills and insurance directly, 
he has a vastly greater incentive to seek the best value for his money. 
The result; replacing the tax exclusion with a lax credit would change 
the consumer’s altitude toward hciilth care co-sls and thus change how 
he chooses and uses health services. 

Normal market functions would return to health care. Consumers 
would react to market prices, forcing providers to offer quality services 
at competitive prices.Thi.s, in I urn, would restrain health care inflation. 
There are other benefits to using tax credits to encourage consumers 
to purchase more of their health care directly out-of-pocket. The more 
that quantity, quality and prices in the health care market are regulated 
by consumer choices, the less the need for regulation by government, 
employers, and insurance companies. This results in less paperwork, 
bureaucracy, and frustration for both patients and health care 
providers. 

In those cases where a third party, like Medicare or Medicaid, would 
still pay the bills, market prices can become the guide for deterring 
appropriate reimbursements for providers. One of the biggest 
problems currently facing third-party payers is how to determine what 
they should pay for treatments, particularly outpatient physician ser- 
vices that arc difficult to monitor. Generally, third-party payers ^se 
their reimbursements on some calculation of average prices in a 
specific region or on prices charged in previous years and adjusted for 
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inflation. In this way, they seek to offer physicians enough to provide 
adequate services, but not the right to charge whatever they want. In 
effect they try to second guess the market. The problem is that they arc 
trying to do this in the absence of a true, consumer driven market. 

Indeed, after several decades of policies that disarurage consumer 
cost consciousness, it Is unlikely that any of the market prices used by 
third-party payers are an accurate rcllcction of supply and demand. 
Further exacerbating the problem of dUtorlcd medical prices has been 
the introduction of a host of new medical tcchnolo^cs and procedures 
into a .system that has no market mechanism for establishing their true 
value relative to existing treatments. Thu.s, while providers in other 
areas of the economy use new technologies to lower costs and prices, 
in medicine, the introduction of a new technology almost always results 
in higher costs. 

When prices are determined by Americans exercising consumer 
choice in a freely functioning market, government would need only to 
address the question of how to provide the disadvantaged with the extra 
funds they require to pureha.se medical care. At least for the more 
common, low-co.sI service,s, the government would no more set the 
appropriate prices for medical care paid for by Medicaid than it would 
set the prices for food purchased by the poor with forxl stamps. 

Finally, by encouraging consumers to purchase routine health care 
services out-of-pocket, health insurance companies would have incen- 
tives to concentrate on providing policies more suited to the natural 
function of insurance — coverage for unlikely but very expensive occur- 
rences. 

OBJECTIONS TO THE REFORM 

Despite these benefits, a number of objections may be raised to the 
propo.sed reform. Among the most likely: 

Objection #1 : The tux changes would .set an undesirable precedent for 
taxing other employer-provided fringe benelits. 

Propo.sals to limit or remove the tax incentives for employer- 
provided health insurance are seen by many workers and union ofTicials 
as a wedge leading to the taxation of all fringe benefits. The premise of 
this fear, however, is flawed. Tax- relief for health care costs still would 
be available. The only significant difference is that it would be granted 
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directly to the employee, rather than indirectly through the employer, 
and could be adjusted to the income and medical situation of the 
worker and his family. In effect, health insurance would cease to be an 
employer-provided benefit. Instead it would be a commodity that 
government encourages individuals and families to purchase, just as 
the tax deduction for mortgage interest cnctmrages them to purchase 
homes. 

Objection #2: Some employers currently providing their workers with 
health insurance might take advantage of these changes to reduce the 
total package of remuneration for their workers. 

If the government encourages workers to purchase medical care and 
health insurance on their own by providing credits in the personal 
income tax code, .some employers might simply drop coverage for their 
employees and pocket the savings. This would decrease the workers’ 
real income. Although unions no doubt would block such action in 
unionized firms, nonunion workers could be vulnerable. 

This problem could be avoided by legislation requiring employers 
to distribute among their employees the money they now spend on 
health insurance. While the federal government generally should not 
interfere in management-employee bargaining, this requirement 
would affect only the transition period when the new policy is intro- 
duced. By ensuring that workers id not suffer a loss in total remunera- 
tion, potential worker opposition to the whole package of changes 
would be reduced. Once the health bcnefit/incorac transfer was com- 
pleted, workers and employers could, of course, negotiate a new 
arrangement. For instance, the employees might negotiate some new 
fr'mge benefit, such as extra vacation. They also might negotiate an 
arrangement with the employer to pool the extra funds and have the 
employer negotiate with insttrance companies as a broker on their 
behalf. This would be similar to the way some employers helped their 
workers obtain health insurance before the 19.10s. 

Thus employees’ concerns can be addres-sed by the simple require- 
ment that the employee must not be worse off as a result of the change. 
Yet the requirement leaves employer and employee free to negotiate 
any permanent change they wish in the way income is distributed to 
workers. 
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Objection #3; Insurance policies purchased individually by ramilies 
would be much more expensive than group insurance. 

This objection is based on Ihc argument that insurance companies 
incur higher costs in marketing policies and paying claims when they 
sell them on an individual basis. While this is correct in a narrow sense, 
it overlooks three important points. 

Fust, if consumers paid directly for more of their common medical 
care, the insurance policies they purchased would be less cosily than 
current policies - covering only Ihc more expensive, but much less 
likely, medical services. This would reduce the cost ofhcallh insurance 
by eliminating not only Ihc substantial sums paid out in benefits for a 
multitude of small claims, but also the altcndaol administrative costs 
of processing those claims. 

Second, most workers still would be able to purchase instu-ance 
through their employer by pooling their money through a voluntary 
payroll deduction discu.ssed above. As in any other cooperative pur- 
chasing arrangement, some of the savings of bulk purchases would be 
passed on to each individual. 

Third, and most important, if individual consumers purchased in- 
surance directly, insurers would be forced to calculate their premiums 
using larger risk pools. Many policy makers believe erroneously that 
current group health insurance polieies reduce costs by spreading risks 
among a large number of subOTibers. In fact, the opposite is true. 
Under existing group health insurance policies, the risk pool an insurer 
uses to calculate premiums is limited to a relatively small number of 
people — usually those working for a single employer. In contrast, 
policies for auto, life, homeowner, or virtually any other kind of in- 
surance are based on larger risk pools. Thus, Ihc artificially limited risk 
pools in exi.sting group health insurance drive up the cost of many plans. 

This is apparent most vividly in the case of small businesses. The 
owner or employees of a small business typically can purchase affor- 
dable auto, life, or fire insurance at rates comparable to any other firm. 
But because a small company has fewer employees in its group, it must 
pay much more per worker for health insurance than a larger company. 
Small companies also face larger increases in their premiums, or 
possibly even the cancellation of their insurance, if just one employee 
incurs unusually high medical expenses. 
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With individual families purchasing health insurance, premiums 
would be based on large demographic groups, as is the case with other 
forms of insurance. This change would be of major benefit to workers 
in small firms and would eliminate one of the major factors contributing 
to the current problem of uninsurance, 

Objectlun #4: Insurance premiums would be unalTordable for high- 
risk families. 

This objection also would become less valid if insurance policies 
were restructured to eliminate or reduce coverage for routine services. 
While high-risk families have a greater probability of needing expen- 
sive treatments, the real difference in the cost of insuring them actu^ly 
comes from their propensity for needing a greater volume of routine 
serviee-s. Under the proposal outlined above, high-risk families would 
receive more tax relief than healthier individuals for their greater 
out-of-pocket medical costs. And while high-risk families still would 
pay somewhat higher insurance premiums than healthier individuals, 
the cost difference for catastrophic health irwurance would not be as 
great as it is for more comprehensive policies. 

Objectirm #5: By being forced to pay routine medicul bills out of 
pocket, consumers would be discouraged from purchasing necessary 
care. 

This objection gets to the heart of the inherent conflict in American 
attitudes toward health care. On the one hand, there is a clear srreial 
consertsus supporting equal access to health care. On the other, there 
is a widespread belief that health care should cost less. In the }>ast, U.S. 
health care system policy has been biased in the dtrcclion of assuring 
equal access, regardless of cost. While the reforms outlined in this 
chapter arc not designed to correct this bias completely, they do 
introduce much greater empha.sis on market-based cost control for 
more routine health care services. Moreover, there is a clear and 
growing trend in medical technology toward less invasive, less complex, 
and less expensive treatments for a greater number of medical condi- 
tions. 

As a greater portion of medical care becomes a common consumer 
commodity, it becomes possible to subject more of that medical care 
to the normal demand.s, incentives, and restraints of the market place 
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without jeopardizing access. Studies ba.sed on the Rand Health In- 
surance Experiment ^ provide evidence that increasing consumer ettst 
sharing for more common medical services docs not lead to patients 
foregoing medical care because of its expense.’’® For example, one 
study found that the use of hospital emergency department care by 
individuals with plans that required them to pay part of the bill was 40 
percent less than the use by individuals whose insurance paid the entire 
bill. The difference in utilization between (he two groups was greatest 
for less severe conditiun.s, such as minor lacerations, where outpatient 
ambulatory care was available as an alternative. 

This supports the contention that, when patients pay more of their 
own bills, they choose the cheaper alternative among dilTcrent 
providers offering tutscnlially the same services. Even more important, 
the study found that, after three years participation in the experiment, 
there was no evidence to indicate that individuals in the plans with 
higher cost sharing had delayed seeking treatment for their medical 
conditions because of expense and allowed minor conditions to be- 
come more serious.^ 


4* Between 1974 and 1982, the federal govemmcni sponsored through the Rand 
Corporal ion of Santa Monica, California, one of the world's leading research institutes, 
a randomized, controlled trial of different kinds of health insurance coverage, This trial 
became known as the Rand Healih Insurance Experimeni.The purpose of the experi- 
ment was to determine the potential effecis of bencficiaiy cobI sharing in healih 
insurance on the demand for medical care, Ihc quality of care, and the health status of 
participants. A statistical cross-sample of American families were enrolled in the 
experiment and then randomly assigned to a variety of health insurance plans with 
different benefits and levels of cost sharing.77)e families were then studied overa period 
of yean to determine what effects the diffcreni health insurance plans had on their 
consumption of medical care and their health status. 

49 R. Buictaga Valdez, Robert H Brook, William H. Rogers John E Ware, Jr„ 
Emmclt B. Keeler, Cathy A. Sberriourne, Kathleen N, Lohr, Ocorge A. Goldberg, 
Patricia Camp. Joseph P. Ncwbousc, •’Consequences of Cost-Sharing for Children’s 
Health," Pediatrics, May 19&5. pp. 952-961. Kevin F. O’Grady, Willard G. Manning, 
Joseph P. Newhou!ie,aod Roben H. Brook, “The Impact of Cost-Sharing on Emergency 
Department Use," The New pM^and Journal of Medicine, August 22, 1985, pp. 484-49U. 

50 O'Grady, <r a4 , cyr. ciL 
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Objection #6: Some consumers would neglect to purchase Insumiice 
for large unforeseen medical expenses. 

While this would be a legitimate objection to a propo.sal that only 
altered the tax treatment of insurance, it is avoided the requirement, 
proposed in Chapter 2, that all working American.s purchase 
catastrophic health insurance for themselves and their families. This 
requirement would be similar to current laws in many jurisdictions 
requiring auto owners to have liability iasurancc. 

♦ « ♦ 

For both political and economic reasons, the tax changes outlined 
in this chapter mu-st form the centerpiece of any health care reform 
legislation. The inclusion of politically popular tax credits is essential 
to gaining broad popular support for other elements of the reform 
package. At the same time, these lax policies would introduce effective 
consumer choice as the primary mechanism for forcing providers to 
offer quality services at competitive prices, thereby bringing health 
care inflation under control. They also would provide the incentives 
needed to restructure health insurance to give Americans improved 
protection from catastrophic medical expenses. 

In turn, reducing health care inflation and restructuring health 
insurance to focus on catastrophic coverage are essential precondi- 
tions for the successful reform of government programs, enabling them 
better to address the needs of disadvantaged members of .society. If the 
basic health care system Ls more responsive to the needs of the majority 
of working Americans and their families, who enjoy average health and 
re.sourccs, government will find that it can buy into that system, on 
behalf of the disadvantaged without also buying into a system beset by 
runaway costs. 
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Health Care and the Elderly 

By Peter J. Ferrara 

Th c elderly need and use medical services more than any other 
group of Americans. Often with a fixed income and a limited ability to 
cam more, they are especially vulnerable to rapidlyrising medical and 
catastrophic health care expenses. The middle-cla.ss elderly fear par- 
ticularly that the high costs of treating a severe or chronic illness could 
wipe out their life savings. 

Like several other countries, as Oiop/er 2 notes, the United Slates 
has adopted a social iresurance approach, in the form of Medicare, to 
deal with these fears of the elderly. But this social insurance approach 
does not solve the problem of high medical costs for America's elderly. 
They pay as much or more of their income for medical care as they did 
before Medicare was adopted.*’ At the same time, the quality of care, 
in many respects, is deteriorating under federal co.st control regula- 
tions. Medicare is still badly underfunded over the long run, and it will 
require huge payroll and income lax increases to maintain promised 
benefits. Workers already face heavy payroll lax burdens to pay for 


.SI See. for example. Ilao'ard Medicare Project Division of Hcallll Policy Research 
and l!ducatioii, Center tor Heollh Policy and Management Medicare: Coming o/rigr 
(Cambridge. Massachuxctt.x, l9RfO. p. 1: Aldona Robbins and William E. Huovitt. 
“Cata-slrophic Insurance is Dad Medicine.” Insiilulc tor Research on the Economics of 
Taxalion. Economic Policy Buttcun No. 26. 1S67, p. 5. 
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Medicare, which is consuming ever larger amounts of federal revenues. 
Expanding Medicare to cover additional costs, such as that of nursing 
home care, would aggravate the system's problems. 

America deserves a system that enables all of its elderly citizens to 
obtain essential quality medical care without great financial hardship. 
To accomplish Ibis, a new approach is needed, based on competition, 
market incentives, and greater consumer choice. 

THE PROBLEMS OF MEDICARE 

Medicare is divided into two components; Part A, Hospital In- 
surance (HI); and Part B, Supplemental Medical Insurance (SMI). 

Part A pays primarily for hospital care and services. It is financed 
by a payroll lax of 2.9 percent, split between employer and employee, 
on wages up to a maximum of $48,000 in 1989 (this maximum Is indexed 
to increase each year with average earnings). 

Part B pays primarily for doctor’s services in and out of hospitals. 
About 25 percent of Part B expenses are financed by a regularly 
increased monthly premium payable by each elderly beneficiary. For 
1989 this premium is $31.90. General revenues finance the remaining 
75 percent of Part B expenditures. 

Based on the federal government’s most recent projections. 
Medicare Part A will run short of funds to pay promised benefits 
between the years 2000 and 2005. Under the government’s mo.st widely 
died intermediate projections, paying all the program’s promised 
benefits by the lime today’s young workers retire will require the total 
Medicare pwoll tax to more than double, from today’s 2.9 percent to 
65 percent.^ Under the so-called pessimistic projections, paying all 
the benefits promised these workers would require the Medicare 
payroll lax to increase to 13.1 percent, more than the current payroll 
tax for .Social Security retirement, survivors, and disability programs.** 

This Is just for Part A. The long-term projections for Medicare Part 
B are equally bleak. General revenue contributions to Medicare Part 
B may have to increase by 100 percent to 300 percent in real terms to 
pay all promised benefits when today’s young workers retire. With 


52 / 9SS Annual Hepari of ifte Board of TruMea of tfic Federal Old-Af^e and Sunivorj 
btstiranceand Disability InsuranccTntst Funds, Woshinpon D.C.May 1, 198ft, Appenilix 
F (hereinafter “OASDl Trustees' Report**). 
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current general revenue contributions at about $25 billion per year, this 
means that paying all promised benefits to today’s young workers 
would require a total annual general revenue contribution to Part B 
equivalent to $50 to $100 billion in today’s dollars. In addition, annual 
Medicare premiums paid by the elderly would have to increase by 
between 101) percent to 300 percent in real terms. This means an elderly 
couple would have to pay total monthly premiums equivalent to be- 
tween $125 and $250 in today’s dollars, or $1 500 to $3,000 per year. 

Payroll taxes on today's workers already are extremely high. Tolal 
Social Security and Medicare payroll taxes for an individual worker, 
including the employer’s share, will be as high as $7,209.60 in 1989. This 
compares with a maximum total payroll tax of $348 in 1965, $189 in 
1958, and $60 in 1949. For most workers, the tolal employer/employee 
payroll tax is mure than the worker pays in federal income tax. Indeed, 
by Qscal 1990, total payroll lax revenues are promoted to equal about 
80 percent of total personal income lax revenue.^ 

'These payroll taxes inflicl an enormous burden on low-income 
workers. A married worker with two children earning wages of $10,000 
in 1989— Ixilow the official poverty line — will pay $751 in payroll taxes 
this year. The additional $751 paid by his employer effectively comes 
out of the worker’s wages as well. This means a total payroll tax burden 
for the year of $1,502 on this low-income worker's yearly earnings. 

While the payroll lax is especially burdensome for low-incoroe 
workers, it hits all employment. The tax discourages employers from 
hiring workers and discourages workers from working extra hours.The 
overall result is fewer jobs and reduced economic growth. Taxing 
employment, as the payroll lax does, simply means there is less of it. 
One recent study estimates that the payroll lax rate increases scheduled 
from 1988 to 1990 will eliminate ^,000 jobs and ultimately reduce 
gl oss national product by $25 b'llliun per year.** 


54 Office of Management and Bud^U Exeoiiive OfTicc of the President. Hudfici of 
the Ufiitcd Slates Government, l9Sh, Historical 'fables (Januaiy f%8).l'Bhles 2.1 and 
2.4. 

55 Aldona Robbins and Gaiy Robbins, ‘Hive Effect of the 1988 and 1990 Social 
SccurityTax Incrca&ea,'’ Institute for Research on the Bconomics of Taxation, Hconomu. 
Report Na 39. Fcbniaiy 3, 1988. 
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The elderly, loo, face a heavy Medicare tax burden. Under (he 1988 
Medicare cata.virophic legislalion, (he elderly are now paying a sur- 
charge of IS pcrccnl, on (op of (heir income (axes, (o finance expanded 
Medicare benefits. By 19^, the surcharge will climb (o 28 percent, 
raising the income tax payments of those over 6S by more than one- 
fourth.®^ After 1993, the surcharge is indexed and will continue escalat- 
ing to keep pace with program costs. 

This new income lax surcharge imposes a harsh, dLscriminalory lax 
burden on the elderly, raising their marginal tax rates well above those 
for other Americans. This surcharge will be added to the monthly 
Medicare premiums, which already arc a heavy burden fur many 
retirees. The Congressional Budget Office projects that in 1993 more 
than 40 percent of the elderly will pay, on the average, an additional 
$500 a person, or $1,000 a couple, in (his new tax.®^ 

While cost to the elderly of their Medicare coverage is going up, the 
quality of care they receive in certain respects seems to be going down, 
because of Medicare cost control regulations. In 1983, Congress 
adopted the Prospective Payment System (PPS) for Medicare. This 
system classifies afl illnesses requiring hospital treatment into 475 
categories (called Diagnostic Related Groups, or DRGsj, and sets (he 
amount it will pay under Medicare in each locality for treatment of the 
illness in each category. The set fees are supposed to be based on an 
average of local hospital charges for each illness. If the hospital can 
treat the patient for less than the .set fee, it can keep (he difference. If 
(he treatment costs more, however, the hospital cannot collect (he extra 
charges from the patient and must absorb the loss. 

While this system has pul a small dent in Medicare cost increasc.s, 
new, perverse incentives have been created. In particular, hospitals 
have the incentive to process and discharge patienLs as quickly as 
possible, with (he minimum of services and treatment, to keep costs 
down. Even if patients want to pay more for less hurried service and 
more careful and thorough care, they arc prohibited from doing so. 
Indeed, once the patient enters (he hospitd under PPS, the hospital 
automatically receives a flat fee from tbe federal government and 
thereafter faces (he same economic incentives in treating the patient 


56 Public Uw 100-360. 

57 CoograsionBl Budget OCTice, "The Medicare Catastrophic Coverage Act of 1968,'* 
Staff Working Paper. October p. 8.. 
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as it would if it were providing charity. Any expense the hospital incurs 
for treatment in effect comes out of its own pocket. Media reports and 
congressional hcaring.s have in fact already begun to invcstigaic com- 
plaints of unduly early hospital discharges, the "dumping" of costly 
patients into public hospilak, and other forms of inadequate treatment 
attributable to the new payment system.*® 

For those hospitals who.se legitimate, unavoidable costs are above 
the PPS payments set by the government, the system effectively 
operates like price controls. And typical of price controls, PPS pay- 
ment ceilings make treating some patients uneconomic, leading to a 
reduction in the supply or quality of care under Medicare. This curtail- 
ment of service, however, ks likely to be just the first step toward 
rationing health care for the elderly, if the current system continues 
unreformed. Indeed, those supporting a large government role in 
health care financing in the U.S. already have begun advocafing sys- 
tematic health care rationing for the elderly to contain costs. 

The elderly also find that Medicare fails to protect them from many 
potentially ruinous medical expenses, despite the program’s high 
benefit costs. For medical care outside hospitals. Medicare sets the 
maximum amounts it will pay, and when doctors charge more, the 


58 See TIk Kffeea nfPPS on Qualiiy of Can for Mcdican Padma, I Icarings Before 
the Special Committee on Aging, Wth Cong., 2nd Sess. (198S); Qtialily of Can UnJer 
Sfadican'a Prosptetivt Payment System, f Icanngs Before the Special Senaic Committee 
on Aging. WUi Cong, Znd Sess (1985); ImftaclofMcdiean'sProspeclIve Payment System 
on Quality of Can Received by Medtcan Beneficiaries, Staff of the Special Committee 
on Aging, 99th Cong.. 2nd Sess. (1985); Robbiiu; and Hurwilr, op. ctL, pp. 3-4. 

59 Sec. for example, Daniel Callahan, SeaingUmtts: Medical Goabin tmAgnsSockty 
(New Yoric Simon and Schuster, 1987). 
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elderly themselves are responsible For paying the diFFcrcnce directly. 
In 1988, only 37 percent of doctors agreed not to charge any of their 
Medicare patients more than the government-established rales.*® 

Medicare also pays little for long-term earc in nursing homes or 
other settings, and the program provides no eoverage for dental care, 
hearing aids, eyeglas.scs, walking aids and similar items. These un- 
covered costs must be paid by the elderly themselves in addition to the 
program's deductible and coinsurance fees. Medicare, in fact, current- 
ly pays less than half of the medical expenses of retirees.'’' 

The catastrophic health Icghslalion, enacted in 1988, added 
Medicare coverage for extended haspital stays and drug expenses. 
This, however, does not change the rmancial equation significantly 
because the costs of the benefits under that bill wore imposed on the 
elderly themselves through higher Medicare premiums and taxes. 

Medicare, in fact, contributes heavily to its own runaway costs, as 
Oiapter J explains, because of its payment structure. To the extent that 
the government pays the bills through Medicare, troth the patient and 
doctor tend to lose their concern for moderating treatment costs, 
because the patient is not paying directly. Hence in the ca.se of 
physician services not provided in hospitals under PPS restrictions, 
marginally useful but costly services, tests, or treatments lend to be 
prescribed. Doctors lack any incentive to devise and adopt the most 
cost-cflicient medical treatment. Indeed, they will make more by 
adopting more costly procedures. Not surprisingly, the cost of those 
procedures not covered by the PPS system have climbed faster. While 
Medicare spending for hospital care increased by 3.8 percent in 1988, 


60 Iticsc UiKVas arc railed “participating physicians.” A ntin.participating physician 
may choose to limit his fees to the Medicare rate on a casc-by-case basis. In 1 988, doctors 
limited their charges to the Medicare rate in 76 percent of all cases. See Committee on 
Ways and Means, U.S. House of Representatives, Backgroutid MoKnat tmd Data on 
PrttgramA Wihin the JumtUctinn af the Committee on Wavs and Meant, 1989 edition, 
Match 15, 1989, pp 39,1.395. 

61 Staiemeni of Nancy M. Cordon, Assistant Director of Human Resources and 
Community Development, Congressional Budget OfTice, before the House Subeom- 
millce on Health and the Environment. Committee on Energy and Commerce (March 
26, 1986), p. 13| Waldo and Lazenby, “Demographie Characteristics and Health Cate 
Use and Espenditutes by the Aged in the U.S.: 1977-1984,” Health Care Fmaneirts: 
Review, Fall 1987. 
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spending for outpalieni physician services jumped 133 percent.® The 
resulting expense adds to the program's high tax burden and severe 
long-term financing problems. Medicare consequently not only fails to 
address the problem of rapidly rising health costs, it is a major source 
of the problem. 

COMPOUNDING MEDICARE'.S FINANCING PROBLEMS 

Despite the failure of the social insurance approach, some law- 
makers argue that it should be extended to address additional health 
care problems. There is growing pressure, for example, for the govern- 
ment to pay for the nursing home and home health care expenses of 
every American over 65— even millionaires— through a universal social 
insurance program financed by increased payroll tax rales and possibly 
other taxes. 

Such a program would aggravate the problems of the current system 
seriously. If the government were to pay nursing home expenses 
without regard to financial need, many more Americans would likely 
enter nursing homes, sharply increasing the program's costs. While 
advocates of home health care benefits argue that such benefits could 
save government funds by allowing the elderly to be cared for at home 
rather than in expensive nursing homes, studies show that such savings 
arc unlikely to result. A recent study by the Institute for Research on 
Poverty at the University of Wisconsin, done for the National Center 
for Health Sersnccs Research, concludes that few people who would 
otherwise be in nursing homes would end up staying in their own homes 
with home health care. Any savings that might result from this, says the 
study, would be more than offset by greatly increased government 
.spending on home health care for those individuals who would remain 
at home even if the government did not pay for home care.® 

In addition, only 26 percent of the disabled elderly now receiving 
care outside nursing homes receive professional, paid home health 


62 Commillec on Ways and Means, up. 152. 

6.1 Pcicr Kemper, Retien Applcbaum and Margarel llanigan, "A Syslemallc Com- 
parison of Community Care Demonsltalions," Institute for Research on Poverty. June 


1987. 


75 



92 


Chapter 4 


care, and only 5 percent use rull-timc professional care.*^ Moreover, 
home health care basically involves such personal services as cooking, 
feeding, bathing, dressing, and bousccleaning, which today arc 
provided by family and friends for most of the elderly. A universal 
program to pay for these services inevitably would prompt paid profes- 
sionals to displace this private informal care and induce many more of 
the elderly to seek these highly attractive services, once again sharply 
raising eosts. 

Total nursing home expenses in the U.S. already are nearing $50 
billion per year; home health expenditures run an additional $10 billion 
annually.^ Considering the massive increase in utilization that likely 
would result, a universal system could cost thcTrcasury as much as $80 
billion per year. 

THE PRINCIPLES OF REFORM 

Despite the problems of Medicare and the potential cost of expand- 
ing the social insurance system for such additional coverage as nursing 
home care, Americans understandably want action to address the 
mounting financial problems of many elderly afflicted with infirmity or 
ill health. For this, another major expansion of social insurance is not 
needed. Indeed, it would fail. The solution instead is a comprehensive 
approach based on the following central principles: 

1) The government should help those Americans without sufficient 
resources to pay for essential health or nursing services and to ensure 
that all elderly arc guaranteed necessary care. 

2) Medical care for the elderly must be high quality. Health care 
rationing through waiting lists or the denial of services should be 
rejected. 


64 Robert Maxwell, Statement of the Amcriciin Association of Retired Persons on 
Long-Term Care Ptnancing, before the .Senate Finance Committee, Subcommiiiee on 
Health, June 12, 1987.p, 1. 

65 General Accounting OHice, “Long-Term Care ln.surancc; Coverage Varies in a 
Widely Ocvclopiag Market** (Washington. D.C, 1986), p. 10. Total expenditures for 
professional borne heal th care were S9 billion in 1 %5.*r^k Fbrcc un Long-Term Health 
Care Policies, Ktptvt to Congrtss and the Secretary, U.S. Department of Health and 
I luman Services. September 21. 1987. p. 19. 
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3) Health care costs must be contained by increased compclitioo of 
health services through expanded consumer choice and control and 
increased market incentives for consumers and providers of medical 
care. 

Based on these principles, the goal of better health care for the 
elderly can be achieved through a five-point program of reform. This 
program would address the fundamental defects of the existing system 
and create a comprehensive system of medical and long-term care for 
America’s elderly. 

Reform #1: Abolish Medicare taxes and premiums on the elderly. 

The Medicare Part B premium on retirees has .soared in recent years 
and is now $2750 a month. The 1988 catastrophic legislation adds a 
further $4 a month, bringing the 1989 premium to $31.90 a month or 
$382 a year for each beneficiary. Both the old and new components of 
the Part B premium are projected to incrca.se even further in future 
years; the combined premium is likely to reach $1,200 per year for each 
elderly couple by 1993. This year, each elderly taxpayer will also pay an 
income tax surcharge of 15 percent for catastrophic protection under 
Medicare, rais'mg his or her income tax bill by this percentage. This 
surcharge is scheduled to increase each year with program costs. It will 
reach 28 percent by 1993, continuing to grow thereafter. Thus, instead 
of removing the financial burden of health care. Medicare itself is 
becoming a burden on the elderly through the.se taxes and premiums. 

Not surprisingly, retirees arc becoming concerned at the cost of 
Medicare coverage, and there is mounting criticism of the tax sur- 
charge to pay for catastrophic coverage. Yet these premiums and 
surcharges will continue to rise until the program itself is reformed. 
The first step toward this would be to repeal the new income tax 
surcharge on the elderly, together with all the burdensome Medicare 
monthly premiums. 

Of course, eliminating the taxes and premiums now paid by the 
elderly would leave Medicare with less money to pay benefits. This 
revenue loss could be offset by readjusting Medicare coinsurance and 
deductibles to give better protection from the cost of major illnesses, 
while requiring the elderly to pay more out of pocket for routine 
medical services. In addition to the current annual inpatient hospital 
deductible of $560, a coinsurance rate of 10 percent should be charged 
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for all hospital care provided to bcnenciaries under Part A. The annual 
Part B deductible should be increased to $900, and the current Part B 
coinsurance rate of 20 percent should continue to apply above that 
deductible. 

The resulting Medicare savings through this new set of deductibles 
and coinsurance would be sufficient to finance the emended hospital 
care, the new drug benefit, and the expansion of the Medicaid buy-in** 
to more low-incomc retirees, all of which are contained in the 1988 
catastrophic legislation, without having to impose cither taxes or 
premiums on the elderly. Were Congress to eliminate the new drug 
coverage as well — since roost of the elderly neither need nor want it — 
this proposed new set of deductibles and coinsurance could be 
lowered. 

While the overall effect of this restructuring would be to shift back 
to retirees some of the he.vllh care costs now covered by Medicare, the 
elderly would still benefit from the.se changes. In return for major tax 
relief and the elimination of the entire Part B premium, the middle - 
and uppcr-cla.ss elderly would bear greater responsibility for more of 
their routine medical costs. This means that each of them would pay 
only for those routine medical .services he or she nccded.They would 
not be paying through premiums or taxes for unnecessary costs charged 
to Medicare by other beneficiaries. As in private health insurance. 
Medicare coverage for routine .services encourages beneficiaries to 
demand more of those services, even if they are only of marginal 
benefit. At the same time, it removes the normal incentives fur 
providers to be efficient and hold down costs. The result is that all 
beneficiaries are forced to pay ever greater premiums for unnecessary 
or overpriced services. 

Under these reforms, the elderly would have an incentive, because 
of the higher deductible and copayments, to save on routine medical 
costs by avoiding unnecessary treatment or services and by seeking out 


66 The term "Medicaid buy-in" rcfeis lo Ihe tael ihaf stale .Medicaid pfograms "buy 
into” Medicare on behalf ot Ihc poor elderly by enrolling them in Medicare's voluntary 
Pan B program and paying Ihe I^rt B premium for them. The state Medicaid programs 
also pey any Medicare deductibles or coiruairancc charged to poor elderly individuals 
covered by ihe "buy-in." One of the provisions of Ihe 19611 Medicare caiasrrophic 
legislation is to require all slate Medicaid programs to expand this "buy-in" to cover all 
elderly individuals with incomes at or below the federal poverty standard by 1993. The 
state Medicaid programs receive matching funds from the federal government. 
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the lowest costs. At the same time, Medicare would coni inue to provide 
all of the elderly with expanded protection against financially 
catastrophic hospital and doctor bills for .serious illnesses. While those 
changes would be budget neutral and thus not incrca.se the total share 
of retirees’ health care paid for by the government, they would make 
Medicare more like true insurance. This would help restrain the 
present rapid growth in Medicare spending while giving the elderly 
more appropriate protection against high medical costs. 

Eliminating the surtax contained in the 1988 catastrophic legislation 
would have the added benefit of removing a heavy penalty on retirees 
who chose to continue working or who saved for their own retirement. 
Taxing middle- and upper-income retirees at higher rates will only 
encourage or even force them to become more dependent on govern- 
ment programs .such as Social Security and Medicare, thus generating 
new pressures for increased spending on those programs. 

The poor elderly would not be affected by these changes, since any 
deductibles on coinsurance charged to them would still be paid for 
them by Medicaid. As for the middle- and upper-class elderly, they 
would be free either to pay the deductibles and coinsurance out of 
pocket or to purchase private insurance or coverage by a Health 
Maintenance Organization (HMO) against some or all of these routine 
expenses. 

These steps would help to reduce the cost of medical care. CosI 
consciousness by patients would discourage physicians from prescrib- 
ing tests and procedures with only marginal value. It would also force 
providers of services to compete more aggressively for patient dollars. 

Reform #2: Cover the long-term care expenses of Uiose in need by 
restructuring Medicaid. 

Medicare provides little coverage for long-term care either in a 
nursing home or in the patient's own home. Yet nursing home care can 
be extremely costly, averaging around $2,(100 per month for a resident. 
In the case of home health care. Medicare covers true medical care 
provided in the home, but it docs not cover personal services such as 
cooking, housccicaning, dressing, feeding, and bathing. 

fJovernment should pay for the es,sential long-term care expenses of 
those Americans who do not have the resources to meet this cost or 
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who cannot pay for it without great hardship. This will ensure that all 
those who need lung-terra care will be able to obtain it, and it will end 
the hnancial fears of those with raodc.st incomes. 

Federal and state governments currently spend over S20 billion per 
year for nursing home care, primarily through Medicaid. A retiree 
receiving Medicaid nursing home assistance Is expected to contribute 
bis or her available inarme and resources to the nursing home expen- 
ses, excluding a small personal needs allowance, a small amount of 
savings, a home of any value, a car, and other personal belongings.This 
is a reasonable policy, since the nursing home provides fur the patient’s 
basic needs such as forxl and shelter and, in the case of single patienLs, 
since no one else is dependent on the income or savings. Moreover, it 
is reasonable to expect Americans who can contribute to their own 
expenses to do so before the taxpayers are asked to pick up the bill. 

Prior to recent legislation, the real problems with this policy oc- 
curred in eases where a nursing home patient had a healthy spouse still 
living in the community. In order to obtain Medicaid a.ssistance for the 
spouse in a nursing home, the couple had to spend their joitU income 
and savings on nursing home care until they were poor enough to 
qualify for Medicaid. As a result this policy unfairly and needlessly 
impoverished the noninstitutionalized spouses of nursing home 
patients. 

The 1988 catastrophic legislation greatly alleviated this situation by 
allowing a healthy spouse to keep more of the couple’s joint income 
and as.sets. By 19^ when these provisions are fully in effect, a non-in- 
stilutionaliyxd spou.se will be allowed to keep an annual income of 
about SI4,0(X) in today's dollars. He or she will also be able to keep 50 
percent of the couple’s savings, with a minimum of $12,000 and a 
ma.ximum of $60,0IX), as well as their home and car. States are further 
allowed to raise the minimum amount of savings the healthyspouse can 
keep as high as $60,000. Any income or as.scls above these limits must 
still be used to help pay the costs of nursing home care for the 
iicstitutionalired spouse. These provisions allow healthy spouses to 
avoid impoverishment, while still requiring mure afOuent elderly in- 
dividuals with a spouse in a nursing home to pay for part of the costs 
of their care. 

The ne.xt reform should be to remove this long-term care assistance 
from Medicaid and instead provide it through a separate program 
entirely dedicated to meeting the long-term care needs of the elderly 
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poor. Medicaid was originally designed (o provide basic healih care 
services to the nonclderly poor. It was not designed to pay for long-term 
care for the low-income elderly, though it has been forced by cir- 
cumstances to assume this responsibility. Separating these two very 
different functions into different programs would allow the federal and 
.state governments to more effectively address the needs of each group. 

A separate long-term care program should have more flexibility in 
providing long-term care .services to the poor elderly. In addition to 
paying for nursing home care, it should aLso, whenever possible, pay 
for home care for individuals who would otherwise have to be cared 
for in a nursing home at much greater expense to the government. In 
the case of such individuals, this would mean paying part-time 
caregivers to help them with personal services such as cooking, clean- 
ing, bathing, and dressing. However, for the more affluent elderly, such 
personal care would continue to be provided by family and friends. As 
part of this reform. Congress also .should reevaluate the Medicare 
program to ensure that it offers the same coverage for genuine medical 
seiMccs provided in the home as it dtjcs for medical services outside 
the home. 

The new long-term care program should be a joint federal/statc 
enterprise, like Medicaid and most programs of assistance for the 
needy. Adopting the new program as described above would result in 
no significant increase in federal spending, but it would u,se existing 
Medicaid funds more efficiently. 

Reform #3: Encourage the purchase of long-term care insurance. 

If retirees lacking the funds to pay for essential long-term care 
services arc cared for by the government, the remaining problem 
invob'cs the elderly who have substantial resources but arc by no means 
rich. The issue here is not access to needed care, which is auured, but 
how to protect their resources from being ravaged by high nursing 
home costs. It is these middle-class Americans who are mast con- 
cerned about long-term care costs, since they arc protected neither by 
great wealth nor by government aid. 

This is not really a health policy is,sue, however, but an e.statc-plan- 
ning matter, which can be addressed more appropriately through 
private sector insurance and similar financial mechanisms. Almo.st by 
dchnition. such retirees have the means to p,ay for insurance to cover 
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heavy long-term care costs, and they can use some of their saved 
resources to pay for insurance to protect the rest. The government's 
role should be to promote widespread use of long-term care insurance 
and other private financing mechanisms for those who have significant 
resources. The federal government should take the following specific 
steps to advance this policy: 

♦ ♦ Improve the data base for users. Many insurers are still 
reluctant to promote long-term care insurance aggrc.s.sivciy because 
they lack the actuarial data needed to cstimiitc the potential cost of 
claims. The federal government could undertake a thorough study, in 
conjunction with the insurance industry, to develop national and 
regional data on the degree to which the elderly at different ages use 
nursing homes, the length of stays, how eoverage of nursing home costs 
affects utilization, and similar matters. 

♦ ♦ Reform the taxation of private policies. The favorable tax 
treatment of life insurance should be extended to long-term care 
insurance. This means that income earned on the investment reserves 
of insurance policies for long-term care would no longer be subject to 
lax. In addition, benefits paid by such policies would not be subject to 
tax. 

♦ ♦ Provide tax relief for long-term health care costs. Expeascs 
for long-term care should be eligible for the same personal income tax 
credits proposed in Chapter 3 for medical costs. That ts a 30 percent 
tax credit for out-of-pocket expenses and a 20 percent lax credit for 
premium payments for long-term care insuranec. In addition, younger 
taxpayers would be able to receive these tax credits for money they 
spend on purchasing long-term care .services or insurance for elderly 
relatives. They would be able to do this without having to meet the 
dependent support lest, which now requires them to provide 50 per- 
cent or more of a relative’s total support before they can claim the 
relative as a dependent and receive credits or deductions for his or her 
health care expen.se,s.This would provide much needed relief to those 
American families facing high nursing home or home care bills. 

♦ ♦ Include long-term care Insurance in "cafeteria" plans. In the 
absence of the health care tax reforms outlined in Oiapler 3, federal 
tax law should be changed to allow employers to offer long-term care 
insurance as one choice under cafeteria employee benefit plans. These 
are fringe benefit phins where each worker is allowed 10 choose from 
a range of offered options those benefits that best suit his needs and 
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preferences. Currcnl law docs nol allow long lerm insurance lo be 
included as a benefit that employers can offer in such tax-free cafeteria 
plans. 

♦ ♦ Reverse DEFRA restrictions. Under the Deficit Reduction 
Act of W83 (DEFRA), Congress eliminated most tax deductions and 
e.xemplions for the money contributed by employers lo retirement 
medical benefit plans and the money earned by investing the re.servc 
funds of those plans, including plans which provide long-term care 
coverage. Without such deductions and exemptions, private employers 
are far less inclined lo provide long-term care benefits. In the absence 
of more comprehensive health care lax reform, this lax policy should 
be reversed. Employers .should be allowed full deductions and exemp- 
tions for contributions and returns lo reserves for employee retirement 
health benefit plans that include long-term care benefits, just as 
employers arc allowed deductions and exemptions for contributions 
and returns lo retirement pension reserves. 

4 4 Allow Americans lo use their retirement funds to purchase 
long-term care insurance. Workers and retirees should be allowed lo 
use funds in pension plans, 401(K) plans. Individual Retirement Ac- 
eounts (IRAs), and other retirement plans lo make tax-free purchases 
of long-term care insurance. Similarly, employers should be allowed to 
U.SC excess reserves in overfunded pension plans lo fund long-term care 
health insurance benefits for their employees in retirement. This would 
provide a lax incentive for the purchase of long-term care policies. 

f 4 Encourage the conversion of life insurance policies into long- 
term care insurance policies. Families buy life insurance lo protect 
themselves against the loss of earning capacity during working years. 
Such protection generally is nol needed lo the same extent in retire- 
ment, when income usually is no longer dependent on the employment 
of the head of household. With high nursing home costs posing a far 
greater danger than death or the loss of the ability lo work, it would 
make sense for life insurance companies lo offer policies that gradually 
reduce the benefits payable at death and phase in benefits payable for 
long-term care. While there arc no restrictions on such conversions 
under current law, insurers are not inclined to offer such policies 
because of iusufficicnl demand. The government should encourage 
Americans lo request such convertible life insurance policies by 
publicizing the concept. 


83 


100 


Chapter 4 


♦ ♦ Promole homt equitjr conversion. The govcrnmenl also should 
encourage Ihc dcvclopmcol of financial insirumcnis to enable the 
elderly to use the equity in their home to finance long-term care 
insurance or services. Under a “reverse annuity mortgage,” the elderly 
homeowner would not receive a lump sum loan secured by his equity, 
but instead would receive a monthly payment from a Tmance company. 
The growing debt that this would created would be secured by the 
equity. The monthly income received could pay for long-term care 
insurance premiums. The accumulated debt, of course, would be paid 
when the home was sold — usually as part of the estate when the retiree 
and spouse have died. Under another arrangement, known as “sale 
leaseback,” the elderly homeowner sells the home with the unlimited 
right to rent back the property for life at a predetermined rate. The sale 
proceeds then could be used to fund long-term care directly or through 
insurance. About three-fourths of the elderly own their homes; the 
median equity is around $ 60 , 000 .^^ 

Such reverse mortgage plans are available in various parts of Ihc 
country, where state law permits ihem.The federal government recent- 
ly has given such plans a considerable boo.st by providing federal 
in.suraocc for thc.se loans and by allowing the Federal Homo Loan 
Mortgage Corporation (Freddie Mac) and the Federal National 
Mortgage Association (Fannie Mac) to purchase such loans for Ihc 
secondary market. This makes Ihc plans more secure and thus far more 
attractive to mortgage companies. The federal government should 
continue to promote equity conversion and should undertake a 
publicity campaign to encourage the elderly to explore this option for 
paying long-term costs. 


67 The median home equity for persons 6S and over in 19H4 was $46,200 according 
lolhe U.S. Bureau of the Census, //ouseAofd IKeufrfi and Ansa Omvership (Washington. 
D.C. IJ.5. Government Printing OfTlce, 19S6).Taday. four years later, this figure has 
litccly grown to around $60,000 given housing value appreciation, but Census Bureau 
figures are not available. 


84 



101 


Health Care and the Elderly 


Reforni #4; Introduce Medicare vouchers. 

The fourth major element of reform would be to .spur more com- 
petition within Medicare. As Chapter 1 explains, the lack of competi- 
tion encourages cost escalation and a misallocalion of re.sourccs. In any 
market, competition among providers is best achieved by giving cus- 
tomers the freedom and incentive to choo.se between suppliers of 
services. The best method of introducing competition in Medicare 
would be to provide retirees with Medicare vouchers. 

The typical voucher would be equal in value to the average amount 
spent by the government on each Medicare beneficiary.** These 
vouchers would be u.scd to purchase private health insurance coverage 
or other health plans, replacing I he current system in which Medicare 
itself is the insurer. The vouchers also could be used to pay hospitals 
and physicians directly. In this way, Medicare benefits would be ob- 
tained through a private insurance company, an HMO, or other 
prepayment plan. If the private plan provided a minimum set of 
benefits for less cost than the current arrangement, the Medicare 
beneficiary would be able to pocket the difference in cash. Alternative- 
ly. retirees might use their entire voucher to purcha.se private coverage 
that offered more benefits than Medicare. Indeed, retirees could 
choose to pay higher premiums than the level paid by their vouchers 
to buy even more extensive coverage, perhaps for long-term care or 
other desirable benefits. To reduce the problem of “adverse selection,” 
where insurers avoid enrolling potentially high-cost subscribers, in- 
surance companies could be required to enroll every applicant. 

Retirees would be allowed to choose coverage with very high de- 
ductibles, perhaps up to $10,000 per year, leaving them directly respon- 
sible for expenses up to the deductible amount. Such coverage would 
be far less expensive, and retirees could then keep the savings them- 
selves. 

Retirees should be allowed to place any savings from Medicare 
vouchers into special Individual Retirement Accounts (TRAs) where 
the return would be tax free. Withdrawals from these IRAs would be 


68 As more of ihc ei4cr^ opicd forvouchen;^, those remaining in Medicare would Ik 
ies» representative of (he elderly population, and the Medicare voucher amounl might 
hav’C to be recalculaicd in a difTerent fashion. Bui any new index should be devised to 
maintain the rurrcni relative value of Medicare benefits over time. 
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included in taxable income, unless used For medical or nursing expen- 
ses, in which case they would be lax free. Retirees always would have 
the choice, however, of refusing the vouchers and retaining current 
coverage under Medicare, if they fell the private alternatives were not 
as good. 

Companies seeking to offer private coverage under the voucher plan 
would apply to the Department of Health and Human Services for 
approval. HHS would send annually to each retiree an explanation of 
the Medicare voucher sy.slcm and a description of each of the approved 
private plan alternatives available in bis area. If a retiree wanted to 
exercise the voucher option, he would simply send back a reply form 
idcnlifying the private plan chosen. HHS then would notify the private 
plan. This would allow the private plans to be offered with a minimum 
of solicitation and .selling costs, although direct solicitation would not 
be prohibited. Social Security offices would provide information and 
assistance to the elderly concerning the voucher and private plan 
alternatives. 


The private plans would be required to accept at their set market 
rates anyone who chose them within 30 days of the mailing of the annual 
notice. In addition, they would be prohibited from canceling coverage 
lor anyone chousing them under the voucher option. This is necessary 
to prevent companies from .systematically turning down high-risk cus- 
tomers, thereby skimming Ihe cream of the voucher market. However, 
private plans would not be required to accept an applicant who bad 
already begun treatment for a specific illness costing more than the 
deductible under the plan. Such persons would have to slay with their 
current plans, whether Medicare or a previou.sly cho.scn private plan. 


until Ihe treat mcnl was over (unless they had chosen a private plan with 
a higher deductible than the expected cost of the treatment).'" This is 


69 {because of this requircmcni. &cho4ii»ly sick patients under Medicare would not be 
able to switch toa privaic insurer.'I'hcse patients, however, would cost Medicare much 
more than the average beneflciaiy, and Medicare expenUilurcs would rise as a result, 
since the program would still be pnjring the axorage cost per beneficiary for everyone 
else through Ihe vouchers. 'fhe added cost to Medicare could be recouped, however, by 
charging the private insurersa fee for each voucher rccipicol they covered, sufTidcot to 
offset the added cost to Medicare caused by reieniion of the high-coat patients. 
Aliematively, the amount of the vouchers could simply be reduced diteclly by this fee 
amount. Oilher way, extra costs In Medicare caused by an advert sekciioo would be 
entirely avoided. 
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necessary lo slop relirees enrolling in lowcr-cosi plans with rclalively 
high deductibles and then switching lu a plan with more generous 
benefits if a major illness strikes — increasing the Gnancial risk of the 
latter plans. 

Vouchers would open the health care system lo competition in place 
of the current Medicare monopoly. Competing plans would strive to 
keep costs down and provide belter benefits, service and care.The 
incentive structure in health care for the elderly would be 
revolutionized. Beneficiaries would have the incentive to shop 
vigorously for the lowest-cost coverage for a given pattern of benefiLs 
since they could keep the savings in cash or use it to buy better benefits. 
This in 1 urn would give strong incentives to competing alternative plans 
to keep costs down. The competition and new incentives thus would 
work powerfully lo counter today’s rapidly rising health costs. 

By contrast, the current system provides little incentive for retirees 
to seek the most economical range of services. Worse still, the price 
controls imposed by the Praspeclive Payment System give service 
providers an incentive to reduce the quality of care to keep costs down. 

Vouchers also would help to keep costs down by stimulating innova- 
tion. The numerous alternative plans would try different approaches, 
and those that were successful would tend lo be adopted throughout 
the system. 

Medicare vouchers also would give the elderly freedom of choice. 
Within limits, retirees could choose the package of benefits and costs 
that best suited their needs and preferences. The system would have 
new ncidhilily and diversity, as all retirees would not be forced into the 
same single plan as under Medicare. Rather, different retirees could 
each choose the specific plans and benefit packages they preferred.^ 

Reform #5: Introduce Health Care .Savings Accounts 

The fmal component of reform should be incentives to encourage 
Americans lo save during their working years to defray out-of-pcckcl 
health care expenses during their retirement, thereby shifting more of 
the financing of retirement health benefits into the private market. To 
accomplish this, today's workers and their employers should be al- 


70 For a discussion of Medican: vouchets, see Randall k. Bovtoerg, ''Vouchers for 
Medicare: The tirpossihle Dream," Uftsan Inslilute, Washinglon, D.C.. December 1987. 
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lowed lo cootribule to private savings and insurance accounts to 
supplement, and even substitute lor, future Medicare benerits. Le^- 
lalinn introduced in the House by a bipartisan group of 41) legislalors, 
led by Representative French Slaughter, the Virginia Republican, 
offers a concrete plan for accomplishing this goal. 

The Slaughicr bill would allow workers and their employers lo 
contribute to individual Health Care Savings Accounts (HCSAs) fur 
each worker, up to the amount of cmploycr/employcc Medicare 
p.'iyroll taxes for that worker. Contributors would receive an income 
tax credit equal to 60 percent of the amounts paid into the accounts. 
The contributions and investment returns would accumulate lax free 
until reliremenl.To the extent that the worker chose this option during 
working years, a higher Medicare deductible would apply to that 
worker in retirement, leaving him responsible for payment of more of 
his initial medical costs each year. The retired worker then would use 
the HCSA funds lo purchase insurance covering medical expenses in 
retirement or lo pay such expenses directly. 

The legiitlalion is so designed that workers would be likely to ac- 
cumulate more than enough in their accounts by retirement to cover 
private insurance for the increased deductibles. They then could use 
the excess for long-term care or other expenses not covered by 
Medicare or to supplement their retiremcnl income. In addition, if a 
retiree were to spend less than a specified proportion of HCSA funds 
on medical expenses each year, he could withdraw the difference at the 
end of the year to be used for any purpose. 

Those who exercise the HCSA option could still choose vouchers 
for their remaining Medicare benefiLs in retirement. The voucher 
amount simply would be reduced accordingto the extent they exercised 
the HCSA option, with the accumulated HCSA funds then making up 
the difference. Besides shifting the insurance function to the private 
sector, as do vouchers, HCSAs make the financing of such insurance 
private os well. 

Workers and employers who contributed lo HCSAs would conimue 
to pay their Medicare payroll taxes in full. The income lax credits for 
HCSA contributions, however, would offset these taxes, in effect giving 
workers their tax money back to the extent they chose lo rely on their 
private HCSA funds rather than on Medicare. Since the credits would 
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be taken against income taxes rather than payroll taxes. Medicare 
payroll tax revenues would not be reduced and hence the Medicare 
trust fund would not be depleted. 

The HCSA option would sharply reduce, and potentially eluninatc 
altogether. Medicare's long-term financing problems. The rea.son: 
while Medicare payroll lax revenues would be maintained under the 
proposal, the larger deductibles paid by those retirees choosing to 
exercise the HCSA option would cut the program’s expenditures over 
the long run. With revenues maintained and expenditures reduced, the 
long-term Medicare financing gap would shrink. 

The HCSAs also would introduce additional competition and incen- 
tives to complement those introduced by Medicare vouchers. The 
private plan.s, through HCSAs and vouchers, would eliminate the worst 
economic features of the Medicare monopoly. They would bold down 
costs and improve bcnefils. At the same time, HCSAs would give 
retirees a strong new incentive to avoid unncccs.sary or overly expensive 
services and to seek out the lowest-cost private plans, since this would 
allow them to conserve HCSA funds for other benefits and cash 
withdrawals. All the advantages of vouchers resulting from increased 
competition, stronger incentives, and wider freedom of choice would 
be reinforced with HCSAs. 

♦ ♦ ♦ 

The elderly face real and mounting health care problems in the form 
of rapidly rising health costs, inadequate coverage for important health 
services, and a collapsing Medicare financing system that is undermin- 
ing the quality of their care and imposing a growing taxation burden. 
These problems cannot be resolved by a further exteosion of the failed 
social insurance approach. Indeed, such an extension would only make 
these problems worse. 

A completely new approach is needed. Tl must be based on competi- 
tion, market incentives, and consumer choice. The five-point program 
of reform outlined would addretis each of the major problems in health 
care for the elderly. It would reduce the lax burden on the elderly while 
relieving the long-term Medicare financing crisis. It would create 
powerful new competition and incentives to counter rapidly rising 
health care costs, while Improving service and quality. It would give the 
elderly the freedom to choose the bcnefils they wanted in varying 
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packages lo suit Ihcir personal needs and prcrcrcnccs. It would allow 
them to accumulate substantial savings to meet retirement health care 
needs. It would give them proicclion against long-term care expenses 
and other health costs not covered by Medicare. 

And unlike the social insurance approach, it would do this within a 
framework that introduced strong incentives for the most economical 
use of health care re.sourcc.s. 
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Chapters 

Health Care for the Poor, 
Unemployed and High-Risk 

Tcrrce P, VVasIey 

Th c mixlical care received by millions of low-income Americans is 
delivered through a palchwnrk of federal and state government 
programs. The principral programs serving the poor and unemployed 
include Medicare, Medicaid, and other smaller iWdcral and stale medi- 
cal care programs. Medicare is funded through payroll taxes, 
premiums, and general revenues of the federal government. While 
Medicare is primarily a program for providing health care to the 
elderly, regardless of income, it also covers over three million non- 
clderly disabled individuals. The Health Care Financing Administra- 
tion, an agency within the LJ.S. Department of Health and Human 
Services (HHS), administers Medicare and also directs the Medicaid 
program, which provides grants to states to deliver medical services to 
the poor and the “medically needy,” defined as Americans with chronic 
health problems. Medicaid is by far the largest health program for the 
poor. It extended health care services to more than 23 million 
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recipienis in 1988 at a cost of $54.7 billion, $30,4 billion of which was 
paid by the federal eovcramenl with the remaining $24.3 billion paid 
by the states.^' 

Smaller federal programs pro\iding health care .services to the needy 
include the Community Health Centers program, the Migrant Health 
Centers program, the Indian Health Service, the National Health 
Service Corps, Maternal and Child Health Block Grant program, the 
Preventive Health and Health Services Block Grant program, and the 
Alcohol, Drug Abuse, and Mental Health Block Grant program. 

Thirty-two states have programs for the medically needy. These 
programs permit slates to help those who have incurred relatively large 
medical bills and meet certain criteria. Other .state programs include 
the medical indigency programs, which provide coverage for certain 
low-income indisiduals not eligible for Medicaid, programs for specilic 
medical coadilion.s, and state catastrophic expense programs. 

Because the system is a complex array of different programs with 
differing eligibility rules, many Americans .slip through this medical 
“safety net." These include mothers who receive no prenatal care, 
needy individuals with life-threatening diseases, and elderly patients 
who arc shunted from hospitals to nursing homes because the cost of 
their condition is not adequately covered by Medicare. 

Like most other federally supported programs, medical services for 
the poor and unemployed have come under the shadow of the federal 
dencil. The result has been a tightening in eligibility and a resistance 
by lawmakers to create new programs or pay for additional medical 
.services. Yet attempts to control spending through more effective 
targeting have been blunted by the remorseless rise in medical ctxsts 
discussed in Chapter I. Spiraling medical costs strain government 
health care programs. In the decade between 1978 and 1988, Medicare 
spending jumped from $25.2 billion to $87.6 billion, a growth in con- 
stant dollars of 99 percent. At the same time, total Medicaid program 
expenses rose from $18.9 billion in 1978 to $547 billion in 1988, a 65 
percent increase in constant dollars.” 


71 Comiiiiucc on Ways and Means, U.S. House of Representatives. BtickgrounJ 
MoKrial and Data on Programs within the JuristUction of the Committee on Ways aitd 
Means, 1989 edition, March IS, 1989, pp. 1140-1141. 

72 /Wrt.pp. 152, 1139-1140. 
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In addilion to the direct impact of medical costs on programs 
designed for the poor, the health safety net has been weakened in- 
directly because of general efforts by government agencies, businesses, 
and hospitals to control health care costs.Traditionally, many doctors 
and hospitals have given free or below-cost treatment to the indigent 
and covered this cost by charging more to patients able to pay more. 
Similarly, indigent patients not eligible for programs were, effectively, 
subsidized by “padded” bills for patients covered by Medicaid. But the 
adoption of cost control efforts, such as prospective payment and 
capitation, by Medicare and by state Medicaid programs, together with 
employers exerting greater preissurc on hospitals to limit their charges 
to private group-iasured patients, have increased the indigent care 
problem. Under a prospective payment system, hospital payments arc- 
fixed in advance, and based on the average cost for each procedure. 
As noted in Chapter 4, this has bad the unintended consequence of 
encouraging bo.spitals to “dump” — that is, discharge early or send to 
another hospital - government-insured patients with costly or compli- 
cated illnesses. In addition, closer scrutiny by in.surcrs and businesses 
of the hospital bills of their private patients prevents hospitals from 
charging more to privately insured patients to finance indigent care. In 
1986. hospitals provided more than S8 billion in .such uncompensated 
care.'^ 

During the past dccade,Medicaid increasingly has shouldered the 
cost of long-term care for the elderly, currently amounting to 50 
percent of total Medicaid costs.^'* As this burden has grown, the share 
of noncldcrly Americans below the poverty line covered by Medicaid 


73 Deborah J.CholIel.Ph.D., "Financing Indigent Hcslth Care." 77ieC7KOT^^//ra//S 
Cone Marlm (Washington, D.C: Employee Benefits Rcseareh Institute, 1987), p. 185. 

74 American Hospital Association, “Medicaid Options: Stale Opponumties and 
Sltaicaics for Exoanding Etigibiltly," a eepon by the Special Commission for Care for 
the Indigent, 1987. 
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has fallen from 65 percent in 1976 to less than 40 percent today. Poor 
women and children have been hit hardest by more restrictive income 
eligibility rules in recent years, which have not kept pace with inflation. 
In 1986. the average state income cutoff for Medicaid coverage was 48 
percent of the federal poverty level, compared with 71 percent in 1975. 

In addition to the poor, the unemployed make up a signillcant 
number of Americans beyond the health safety net. Although federal 
and .state continuation laws” offer some assistance to short-term 
unemployed, the long-term unemployed generally are not covered 
unless they fall below the Medicaid threshold. Also excluded from the 
safety net are many high-risk Americans. They u-sually cannot purchase 
private health insurance bccau.se of their history of serious illncsit, and 
yet they arc not pix>r enough to be eligible for government assistance. 
In many cases, they eventually become eligible for government help 
because their out-of-pocket medical bills drive them into poverty. 

As a result of rapidly rising health care costs, moreover, a growing 
number of working Americans arc unable to afford health insurance. 
Half of these workers are under age 30, many arc in low-paying, 
entry-level jobs where the cost of insuring them would raise their 
effective compensation level above the value of their services. The irony 
is that between 1982 and 1985, during a period of rapid economic 
growth and job creation, the number of Americans without insurance 
coverage from any .source — private or public — increased nearly 15 
percent to nearly 35 million.” It is estimated that this figure now stands 
at 37 million. 

In 1988, Congress expanded the Medicare program to include com- 
plete coverage for extended hospital slays and a new prescription drug 
benelit for the elderly. Congress is now considering Ic^slation to create 
a new federally funded long-term care program for the elderly, as well 
as bills to expand prenatal coverage for poor mothers and require 


75 Coalinuaiion laws require emptayure to offer continued access to former 
employees and/or dependents of cmpl<^ces to group health rate coverage. Length of 
coverage depends on the circumstances surrounding job termination or other events 
making the employee or dependent ineli^ble for continued participation in the plan. 
For example, ohen when employees shift from working full time to working part lime, 
they lose their health insurance coverage. In other cases, dependents lose health 
insurance coverage when the worker dies, when spouses divorce, or 5i^en a dependent 
child becomes an adult 
Cbollet. op. CMi, p, 189. 
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employers to provide health insurance to all their workers. These 
changes would add to the crazy quilt of programs stitched together 
since the early llKjOs in an attempt to provide health care for those who 
need it and cannot alTord it. With increasing numbers of poor and 
unemployed falling through the gaps in this system, comprehensive 
reform is necessary. 

States have been exploring way.s to improve health care services to 
the poor and other Americans without insurance coverage, while 
experimenting with ways to control costs. Though not all of these 
irmovations have been successful, they have built a body of experience 
and information on which to base reform, and they suggest ways in 
which the federal system can address the problems of the poor, high- 
risk Americans, and unemployed. 

The federal and stale governments should build on these initiatives 
by taking further steps to eliminate the confusion, bureaucracy, and 
rigidity currently afflieting health care programs for the poor. In 
particular, states should be given more flexibility in redesigning their 
programs to encourage greater competition among health care 
providers and expanded consumer choice. 

THE 198tlS: A DECADE OF CHANGE FOR THE MEDICAID 
PROGRAM 

Medicaid is a joint federal-state program administered by the stales 
under federal guidelines. The state share of the total cost is based on 
stale per capita income. Thu federal contribution to total Medicaid 
spending varies between .SO percent and 83 percent; the nationwide 
average is 5S.S percent. I n 1988, the total federal share was $311.4 billion, 
and the total paid by states was $24 J billion. 

Eligibility for Medicaid benefits extends to certain categories of 
low-income persons who are eligible for cash assistance under the Aid 
to Families with Dependent Children (AFDC) program. States set the 
income levels for AIT5C eligibility; as such, Medicaid eligibility varies 
among the stales. Most recipients of Supplemental Security Income 
(SSI), a federal program for the aged poor, blind, and disabled also are 
eligible for Medicaid. In addition, stales have the option of providing 
coverage to the medically needy who, depending on their income and 
assets, may or may not be eligible for AFDC, SSI, or other cash 
a.ssistance programs on which Medicaid eligibility is normally based. 
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Id addition, the 1988 welfare reform legislation allows welfare 
redpienls who obtain a job to continue their Medicaid eligibility for 
one year. 

Since 1981, tighter federal Medicaid eligibility rules have reduced 
the number of Americans covered. The 1981 Omnibus Budget Recon- 
ciliation Act (OBRA) included changes in the AFDC program, that in 
turn reduced Medicaid eligibility. A General Accounting Office 
(GAO) study estimated that 493,000 families bad their AFDC coverage 
eliminated as a result of changes brought about by OBRA.^^ Most of 
those dropped were working people who became ineligible for 
Medicaid when they lost AFDC. 

Another factor reducing the number of Americans served by 
Medicaid is that many states do not adjust their AFDC income levels 
completely for inflation. From 1970 to 1987, for in.stancc, state AFDC 
benefits levels for a family of four, in constant dollars, failed to keep 
up with inflation in all but California, Maine, and Wisconsin. The 
nationwide median decline in benefits levels for the same period was 
33 percent.^ 

Recent federal legislation, however, has expanded Medicaid 
benefits to new groups. One well-publicized provision of the 1988 
catastrophic health iasurance legislation permits a married txiuplc to 
retain more income and as.sets than currently allowed when Medicaid 
takes over paying the nursing home bill for one of the spouses. Less- 
noticed provisions in the legislation require states to extend at least 
some Medicaid coverage to elderly individuals, pregnant women, and 
infants up to age one in families with Incomes below the federal poverty 
threshold. And, states also are now required to continue Medicaid 
coverage for low-income families leaving welfare for jobs. 

Such expansions, however, generally have been offset in recentyears 
by the combination of tightened eligibility rules. This has led to a 
reduction in the average qualifying level of income for AFDC from 71 
percent of the federal poverty standard in 1975 to 48 percent by 1986.™ 


77 *An BvaluaiioD of ihe 1981 AFDC Changes; Initial Anelyses” (Washington, O.C: 
U.S. General Accounting OfHcc. April 2, 1984). 

78 Program data. Committee on and Meant, U.S. House of Representatives, 
March 6, 1987. 

79 Rick Curtis, ^The Role ofSlatc Governments in Assuring Access to Care," Inquiry, 
Fall 198r>. p. 297. 
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And becaasc AFDC eligibility has been reduced and stale qualilying 
income standards have eroded, the proportion of lower-income 
Americans who qualify for Medicaid coverage has fallen. By 1987, only 
41J percent of the noncldcriy population with incomes below the 
federal poverty standard qualified for Medicaid. 

In a positive step, the 1981 Omnibas Budget Reconciliation Act 
(OBRA) included regulatory changes that gave stales expanded 
flexibility to experiment in their Medicaid programs. Most states have 
restructured services and eligibility criteria or have introduced pag 
meni methods that changed the incentives for health care providers.*® 
States now can use competitive bidding arrangements to purchase 
services and medical devices. States also can .suspend a physician’s 
participation in Medicaid if bis services do not meet recognized stand- 
ards of care. And beneficiaries found looverusc expensive services may 
be required to use a specific provider selected for them. 

Stales also may request waivers from federal requirements, allowing 
them to manage their Medicaid programs more cost effectively. For 
instance, slates may require beneficiaries to receive their medical care 
only from specific cost-effective providers and allow beneficiaries to 
share in savings resulting from their use of more cost-effective care. 
Slates also can enroll Medicaid beneficiaries in prepaid plans, such as 
Health Maintenance Organbtations (HMOs), instead of rcl^g .solely 
on generally more expensive fec-for-scrvice arrangements. Local juris- 
dictions may act as central brokers in helping beneficiaries choose from 
competing health care plans. Medicaid reimbursement for home - and 
community-based services is also authorized for beneficiaries who arc 
otherwise eligible for admis.sion to long-term care institutions. During 
1982, more than two-thirds of the stales applied for federal waivers to 
provide homc-and community-based long-term care services for the 
elderly and disabled or to direct Medicaid clients to more co.st -effec- 
tive health care providers through the use of selective contracting, 
primary care case management networks, broker'mg arrangements, or 
HMOs.*' 


80 American Enierpruc Insiilutc Siudiea in Healih Policy, "’I’hc HeaJih Policy 
Agenda: Some Criiical Oucslions.” Washington. D.C. 1985, p. 38. 

81 inicrgovcmmental Health Policy Project, “Recent and Proposed Changes in State 
Medicaid Progranw: A 50 State siirvey" (Washington. D.C: George Washington 
University, December 1983). 
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Moving away from Ihc virtually uncontrolled rcc-for-scrvicc pay- 
ment structure and toward managed systems of care has allowed states 
to shop around as purchasers to control costs and improve access to 
good quality, comprehensive medical services. Since 1981 , many states, 
with Ihc cooperation of the Department of Health and Human 
Services’ Health Care Financing Administration (HCFA), have 
launched health care demonstration projeclvrisk pools, and other 
alternatives to traditional Medicaid programs.^ Typically in this Irial- 
and-error innovation and improvement, some projects have cut costs 
and improved care, while others have failed and been discontinued. All 
have taught valuable lessons to aid Ihc redesign of a health care policy 
for lower-income Americans. 

Example; The Monroe County MediCap Plan 

In 1985, Monroe County, New York, launched a Medicaid 
demonstration program called MediCap, which was designed to test 
Ihc effectiveness of using a capitation system to pay for health care for 
the poor. In capitation systems, doctors, clinics, or HMOs agree to 
provide basic health care services to Medicaid benericiaries in return 
for a fixed fee paid to them in advance. Under MediCap, all recipients 
of Aid to Families with Dependent Children (AFDC) and Home Relief 
(a New York state welfare program) were required to select a health 
maintenance organization (HMO) provider. By Ihc end of the 
demonstration, 40,000 individuals had been enrolled. New York state 
reimbursed Monroe County for the program at a capitated, or per 
beneficiary, rate equal to 95 percent of normal fec-for-scrvicc costs. 
The county then developed rales for categories of eligible individuals, 
from which it paid Ihc providers a slightly lower monthly capitation 
payment for each enrollce. The county created a separate, not-for- 
profit body, also called MediCap, to admini.slcr the program. 

Monroe County planned eventually to enroll its entire Medicaid 
population in prepaid health plans through MediCap. The demonsira- 


82 Risk poofs arc iiuiunincc pools for blgh>cuk indrviduaU, whico provide subsidbred 
insurance lo those unable to fled adequate and affordable coverage due to their mental 
or physical condition- 
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lion project was expected to run for three years, but it was discontinued 
in July 1987, after just two years because of several problems. Among 
them: 

1) There was no competition caused by a lack of broad-ba.sed 
provider participation. Only two HMDs jo'med the MediCap Plan, for 
instance. The reason was the HMO.s’ concerns that their fees for each 
Medicaid cnrollec were too low. They were particularly distressed that 
MediCap made no allowance for their extra admini.strativc expenses 
under MediCap, and that the minimum bcncOts the HMDs were 
required to provide would prove loo costly. They objected also to the 
cxlcn.sivc data collection and reporting requirements imposed by 
MediCap. 

2) There was a limited ability for recipients to shop around for a 
lower-cost plan because of the lack of provider competition. Recipient 
options consisted only of choosing an affiliated provider within the 
HMO, although there was some price competition for enrollees within 
each HMO. 

3) Providers complained that the process by which MediCap was 
introduced was too lengthy. There also were unanticipated problems 
that providers fell were not given adequate attention. 

4) Providers lost money in their second year of participation, chielly 
liecause of inadequate capitation fees for each cnrollec, and because 
ofhigh administrative expenses. 

5) Because of these problems, the slate and Monroe County failed 
to reach agreement on a payment rale for the program’s third year. 
MediCap, however, offers important lessons to other stales and coun- 
ties. One lesson is that the state must offer enough financial incentives 
(adequate capitation rales, administrative requirements, and expen- 
ses) if it is to attract a variety of HMOs offering various plans to 
Medicaid recipients. 

Example: The New Jersey Medicaid Personal Physician Plan 

Launched in 1982, the New Jersey Medicaid Personal Physician Plan 
was a demonstration project designed to encourage Medicaid 
beneficiaries to obtain most of their medical care from a single doctor 
or clinic of their choice. Under the plan, the specific doctor or clinic 
selected by the beneficiary became the beneficiary’s “primary care ease 
manager.” This case manager provided the beneficiary with all primary 
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care services, and except for emergencies, had to authorize any sup- 
plemental or specialized services provided by other doctors or hospi- 
tals. Medicaid would not reimburse services provided without such 
authorizetion from the case manager. In return, the case managers 
were paid a fixed amount, or capitation, in advance by Medicaid for 
each beneficiary. Participation in the program wa.s voluntary for both 
Medicaid bencHciarics and primary care providers. 

The program was designed to compensate the case manager for the 
primary care services he provided directly and to encourage the case 
manager to eeonomiz.e on the use of expensive referral services. The 
portion of the total capitation amount allocated to primary care ca.se 
managers was based on normal fcc-for-service costs of services 
delivered by primary care physicians, the cost of services from non- 
specialty clinics, and 75 percent of the cost of services provided in 
hospital emergency rooms. The objective of the program thus was to 
control Medicaid spending by giving primary care physicians and 
clinics a financial incentive to manage all of the health care provided 
to Medicaid beneficiaries, and thus, limit the ability of beneficiaries to 
obtain unnecessary or overly expensive services. This strategy was 
based on the understanding that, in a traditional fec-for-service system, 
Medicaid beneficiaries tend to use hospital emergency rooms inap- 
propriately for routine care or to seek treatment from more than one 
doctor, resulting in unnecessary tesLs, prescriptions, and oflice visits. 
State officials believed that primary care case managers could make a 
profit under the plan by reducing Medicaid recipients' use of costly 
ho.spilal emergency rooms and by dealing with many minor health 
problems themselves. Medicaid recipients were to select a case 
manager for six-month intervals, and the capitation rates would be 
adjusted for county of residence, sex, age, and eligibility category of 
the enrolled beneficiaries.^ 


83 Theetigibility pn)vi!non6ror Medicaid arc among the most complex of aU assistance 
prujpranu because of tu inierrtialionships wiih Aid to Familiei: with Dependent 
Children (APDC) and Supplemeniat Security Income (SSI) programs and the aroouoi 
of nexibiiity accorded stales through its regulations. Generally, ai a minimum, states 
must cover all persons who receive rash payments from either the AFDC or, in most 
cases, the SSI program. States have the option of extending Medicaid coverage to 
specified groups of individuals known as the optionally categorically needy and to (he 
medically needy. 
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The plan originjilly was lo be iDlroduccd in four phases over a 
Ihrcc-ycar demonstration period with each phase enrolling additional 
counties until the plan was operating statewide. The Final phase was 
scheduled to begin in July 1985 but was postponed. The project's 
demonstration waivers from the Health Care Financing Administra- 
tion expired in June 1987, 

The problems of the New Jersey project stemmed from several 
aspects of its dasign. Among them; 

1) The voluntary nature of the program resulted in low participation 
rates among both physicians and patients. A voluntary program needs 
a strong marketing strategy and clear incentives for both physicians and 
patients. If cither the patients or the physicians do not believe that the 
voluntary program offers them a significant advantage over the existing 
system, few of them will choose to participate in it. 

2) The small numbers of Medicaid patients in the demonstration 
(average number of cnrollees per month was 8,400, only 1.8 percent of 
the total number of Medicaid cligibles) meant there was little market 
incentive for physicians lo compete for cnrollees by offering them 
better services. Also, because so few Medicaid beneficiaries par- 
ticipated, the program did little to alter the ways in which New Jersey 
Medicaid lieneficiaries, in general, obtained health care services. A 
iarger-scale, mandatory program would have a better chance of achiev- 
ing significant cost savings. 

ExamplerThe Missouri Medicaid Prepaid Health Demonstralion 
Project 

Missouri established in 1986 a mandatory consumer-choice experi- 
ment in Kan.sas City. This incorporated various incentives and market- 
ing techniques and offered a range of alternative health plans. The 
project sought to spur competition by allowing beneficiaries to choose 
among the competing plans, giving capitated payments to providers to 
stimulate greater efficiency, and using marketing incentives to en- 
courage patients to take full advantage of the program. Each of the 
participating plans was required lo offer at least a minimum benefits 
package for the Medicaid recipients under the prepaid arrangement. 
Missouri .set its base rale of annual payment to health plans at ap- 
proximately 90 percent of typical annual fcc-for-scrvicc costs. 
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Eorollmcnt in the program reached the (argcl of 23,000 in June 1986. 
Demonsiration waivers provided by Ihe Hcallh Care Financing Ad- 
mini-slralion ended in December 1986, al which lime Ihc project ap- 
plied for a permanent waiver, which it received. 

The stale contracted with five prepaid health plans and 57 physician 
groups for the program. Though there were problems at first, opera- 
tions arc now smoother. Whether patients arc satisfied with the new 
program is still difficult to determine, although preliminary indications 
are favorable. A patient satisfaction questionnaire reveals that most 
patients are salLsIicd with their care. Overall, Ihc program has been 
judged successful and was accepted for a permanent waiver. A sig- 
nificant proportion of Ihe Medicaid population Is now enrolled in 
prepaid health plans. Data on cost savings, however, is not yet available. 

The key to the success of Ihe Missouri demonstration project was 
that the slate realized early in Ihc planning stage that the cooperation 
of both providers and recipients would be needed for Ihe program to 
work. As a result, considerable effort was devoted to educating 
recipients by providing them with objective and accurate information 
about Ihc competing plans and special counseling to help them make 
their selections. Also, before the program went into effect, Ihc stale 
spent seventeen months working with providers to design an enroll- 
ment process and an .tcccpiable .set of adraini.slrative and management 
procedure!;. After Ihc plan became operational, the stale continued to 
improve recipient education programs, and stale officials worked 
closely with providers to re.solve the remaining administrative 
problems. As a result of these efforts, Missouri was able to encourage 
more providers to participate in Ihe program, which in turn stimulated 
competition. The lesson for other states is that extensive planning, an 
active program for educating and counseling recipients, and a coopera- 
tive relationship with providers arc important ingredients in creating a 
successful program. 

Example; The Minnesota Prepaid Medicaid Demonstration 

Minnesota in 1985 launched a prepaid capitation deraon-slralion 
project for Ihc eligible Medicaid population in three of its counties. In 
thc.se counties, Ihe per capita payment is based on the average fee-for- 
scrvice cost per Medicaid recipient in each county. This rate Ls paid to 
competing hcallh plans who orgam'ze to provide services to Medicaid 
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rccipienls wilhin urban and suburban counties. A "ralc-ccir’ approach 
is used to determine capitation rates. A cell is a group of bcncliciiuics 
with certain demographic and geographic characteristics. By adjusting 
payment rates for each cell to reflect their likely use of medical 
facilities, the stale can reduce adverse-selection problems, that is, the 
situation where a provider receives a flat fee for all enrollecs yet ends 
up generally .serving patients with high medical costs. The cells adjust 
for age, sex, category of eligibility, county of residence, and institutional 
and Medicare status. 

The capitation rate paid to the health plans fur Medicaid 
beneficiaries differs according to whether the bencnciarics arc eligible 
for Medicaid because they receive AFDC payments or because they 
receive SSI payments. For AFDC recipients the rate is ‘Ki percent of 
their typical fee-for-service costs. For SSI recipients, the rate is 95 
percent of the fcc-for-!iervice costs. The project was to continue for 
three years, and the federal waiver expired in December 1988; HCFA 
denied the state’s request for an extension. But, Senator David Duren- 
berger, the Minnesota Republican, successfully sponsored legislation 
allowing the program to continue until .luly 1990. 

As with the other state demonstration plan.s, there were start-up 
problems in Minnesota. One was that giving Medicaid beneficiaries 
adequate information and time to select a plan slowed the pace of 
enrollment. But officials point out that allowing less time for choice 
would have resulted in confusion and resistance. 

In addition, although the stale has attempted to include as many 
Medicaid recipients as possible under the demonstration, including the 
aged, blind, and dLsablcd, more than two-thirds of Medicaid expendi- 
tures, particularly those for long-term nursing home care for the elderly 
poor, are not subjeei to the capitation plan in the counties. Unle.ss new 
prepayment arrangements can be developed to cover nursing home 
care and other services still paid for on a fee-for-scrvicc bases, Min- 
nesota will only achieve limited overall savings in its Medicaid program. 

Nevertheless, in astate where the concept of capitated payments for 
health services is well accepted generally, the plan has been popular 
with providers and patients. As enrollment increases and more ex- 
perience is gained, stale officials expect to see significant savings and 
improvements in health services. 
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Example: The Florida ARernative HeaRh Plan Project 

Launched in June 1982, this demonstration project was designed to 
test a number of methods for promoting competition among health 
care providers and insurers. These included competitive plans for 
Medicaid beneficiaries, physician case managers, prepaid community- 
based services fur the elderly, and medical care vouchers. 

The experiment with competitive plans was unsuccessful, mainly 
because of a lack of response from HMOs. Among the reasons cited: 
unduly low capitation rates, an arbitrary cap placed by the state on the 
number of Medicaid cligiblcs who could be enrolled in each county, 
and a high degree of turnover among the Medicaid population. The 
state eventually decided to contract with individual HMOs, rather than 
try to apply a standard contract to all.This approach is costly, requiring 
the state to assist HMOs with feasibility studies and to provide detailed 
information on the distribution of Medicaid recipients by bo.spital 
market area. 

The case management models also were disappointing. The 
demonstration was designed to reduce the overutilization of medical 
services — that is, beneficiaries obtaining more medical .services than 
they really need — and to assure that medically high-risk patients were 
not being denied services. But this part of the program suffered a 
number of administrative and legal delays. Enrollment in the frail- 
elderly segment of the program began in September 1987. The objec- 
tive was to control nursing home costs by offering medical care and 
.social services to those who can live independently in the community. 
The program is too new, however, to yield any conclusive results. 

The plan for medical care vouchers was never pul in place, as 
insurance companies would not underwrite the project. The state 
planned to is,sue vouchers to 1,000 recipients in three counties. The 
wuchers were to be set at 95 percent of the typical fee-for -service cost 
for the enrolled population, to be redeemed for the purchase of 
.state-approved health plans offering a minimum array of services 
comparable to Florida Medicaid benefits. But Florida’s insurance 
companies showed little 'mterest, arguing that the voucher value was 
loo low for them to provide acceptable benefits. In addition, the 
number of recipients for the program was too small for it to have any 
significant impact on health care costs and services. 
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Example: The Arizona Health Care Cost Containment System 
(AHCCCS) 

Arizona fur years did not enroll in the federal Medicaid program. 
In its place, indigent care programs were operated by the county 
governments. By 1980, county revenues no longer could cover the rising 
cost of indigent health care, and the counties felt they needed federal 
and state support. TICFA and state legislators agreed to a three-year 
demonstration project, beginning in October 19^. 

The Arizona project was designed to test the effectiveness of greater 
competition in Medieaid. This competition included primary care 
physicians acting as case managers, prepaid capitated contract.s, the 
use of nominal copayments to reduce unnece.s.sary demand, and limited 
restrictions on freedom of choice of plans and providers. The program 
is still operating with over 100,000 eligible recipients enrolled in 
prepaid health plans. 

AHCCCS provides public assistance medical care to Arizonans 
eligible for AHi>C and Supplemental Security Income (SSI) payments. 
The federal government helps the state and counties pay premiums to 
HMOs to care for enrollees. These arc special HMOs created specifi- 
cally to serve the AHCCCS program. Unlike regular HMOs, they do 
not serve the general public. The aim of the program is for Arizona’s 
poorest residents to receive good health care, yet for providers to have 
the incentive to economize. Nine of the state’s thirteen AHCCCS 
HMOs made a profit last year, and studies suggest that costs arc 
running about 10 percent lower than if Arizona were a Medicaid 
stale.” 

The experimental program is being expanded to provide health 
insurance packages for small businesse.s, a group that commercial 
insurers traditionally have considered too risky. It is estimated that 40 
percent of U.S. small businesses have trouble obtaining affordable 
insurance for their employees. Under the arrangement, AHCCCS 
pools employees from a number of small businesses into a larger group 
and then contracts with prepaid health plans to provide coverage. 
Businesses with 25 or fewercmployecs arc eligible to participate in the 


S4 "Ovaluation of the Arizona tteatih Care Cost-Coniainmenl System," a fedcnilly 
commissioned study hy SRI tntcmational. tnc. (Menlo Pari. CaliXoraia) June 1963- 
Dcccmbcr t988- 


lOS 



122 


Chapter 5 

program. The plan went into effect in January 1988, and about four 
dozen companies are currently enrolled with 530 individuals members. 
The average company size is three to four employees. The one difllcul- 
ty, according to Gale Silver.stcin, director of the project, is that only 
one AllCCCS HMO has agreed to offer coverage, but it docs offer 
four different health care packages for members. “The AHCCCS 
health plans are timid about competing in the private sector," says 
Silvcrstein, “They arc not used to it and are afraid of the risk. But I 
believe that will change as they realize the project Is .successful." 

Arizona's officials hope that enrolling small businesses will alleviate 
the problem of uncompensated care for Arizona hospitals, which 
amounted to $150 million in 1986. Officials estimate that up to 550,00(1 
Arizonans are in families with at least one wage earner but without 
health insurance. Almost a quarter of this numitcr constitute what 
health experts call the “notch group." These fall under the official 
federal poverty level yet have income too high to qualify for AHCCCS. 
The current success of AHCCXIS has encouraged some commercial 
insurers to consider offering HMO plans for the notch group and small 
businesses. 

AHCCCS incorporated a long-term care component into 
demomstration in Deaimbcr 1988 and introduced coverage for the 
dcvclopmentally disabled and elderly populations in January 1989. In 
December 1988, HCFA granted the state a five-year extension for the 
AHCCCS demonstration. 

General Assessmerrt of State Demonstrations 

As in most policy experiments, these state demonstration projects 
made pos-sible by the 1981 federal legislation, have produced mixed 
results. The information that they yield, however. Is very valuable. 

All the demonstrations encountered some problems. Besides the 
usual start-up difficulties, the most serious concern, faced by most of 
the demonstrations, was inadequate participation by providers. This 
sometimes resulted in very limited choices for patients and thas little 
competitive incentive to keep costs down. 

The lack of provider participation has several causes. The main 
reasons appears to be that slates were loo optimistic about the imme- 
diate savings that could be achieved. Because of this, states tended to 
set the capitation fees their programs paid to providers at too low a 
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rate. As a result, providers were oricn reluctant to join a program 
because they perceived the financial risks as too great. Providers also 
expressed disinterest in participating in programs with small enroll- 
ments, because the potential market was insufTicient to warrant the 
administrative costs. In addition, programs with wluntaty participa- 
tion were not successful because of a lack of strong incentives to 
participate for both patients and providers. Also voluntary programs 
tended to suffer from adverse selection - that is, enrolling only those 
patients who anticipated needing substantial medical care. If the slate 
pays providers or HMOs a fixed fee for all patients under a voluntary 
enrollment program, but only high-cost patients choose to enroll, the 
providers or HMOs face large financial losses. 

Another problem is that these dcmon.strations are being undertaken 
in a volatile health services market Many factors such as other public 
program reforms (especially changes in Medicare reimbursements), 
cost-saving initiatives in the private sector, and the growth of various 
types of alternative health care delivery systems have had a great 
impact on the demonstrations, making accurate assessments very dif- 
ficult. Program managers thus have liecn forced to be flexible and 
willing to modify their programs in order to adapt to constant changes 
in the market. 

As state demonstration programs matured, rate setting emerged as 
a major concern for program managers. Rate setting problems have 
been complicated by the effects of other health care system reforms, 
such as Medicare’s prospective payment .system and public and private 
competitive bidding initiatives. 

Rale setting lies at the heart of government health care programs 
for the poor.The rate .set for each cnrollce determines the bottom line 
for the stale and the health care provider. With rates .set too low. 
providers are discouraged from joining the program, as they arc very 
reluctant to enroll potentially high-cost individuals. With rates set too 
high, potential savings to the slate disappear. Yet determining the ideal 
rale is very difficull.The pattern in the successful .stale demonstrations 
thus has been to start with a relatively simple formula and then modify 
as needed. 

The longer that demonstration programs have been in place, the 
greater the attention to reviewing the use and quality of services. By 
the second year of operation, most programs had pul in place medical 
and financial audits and some type of system for monitoring the quality 
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of care given to patients. In addition, improved patient education 
procedures have significanlly reduced cosily out-of-plan services, such 
as beneficiaries seeking care for minor iUncs.scs at expensive hospital 
emergency rooms instead of low-cast outpatient clinics. 

In general, most of the programs still in operation, whether on the 
basis of a demonstration status or a permanent waiver, appear to be 
succe.ssfui in offering economical alternatives to the traditional 
Medicaid program. They provide recipients with quality miaiical care, 
and in the few cases where preliminary cost data is available, exhibit 
significant cost savings over traditional Medicaid programs. 

The most important lesson from the stale programs is that stale 
governments are willing to experiment with presiding health services 
to the poor.Thc diversity stemming from state initiatists appears to be 
a critical clement in any national strategy to improve the effectiveness 
and efficiency of healih care for the poor. Only by giving stales the 
opportunity to try new ideas — and make mistakes — can the best 
techniques be developed for general use across the country. 

ST.\TE HROCRAMS KOR THE UNINSURED 

While the legislative changes of 1981 enable slates to ex|Kriment 
with demonstration projects for those Americans eligible for 
Medicaid, many other individuals not eligible for Medicaid lack ade- 
quate health care coverage. One large group comprises self-employed 
individuals and workers in small businesses. As explained in Chapters 
I and3, under the current employer-provided healih insurance system, 
insurance companies generally charge higher premiums to small bu.si- 
nesses and self-employed workers. Very often these businesses and 
self-employed individuals respond by not buying coverage. 

Another group that often has difficulty obtaining healih insurance 
consists of those who for some reason - such as temporary unemploy- 
ment— lose their coverage but have a preexisting healih condition that 
causes insurance companies cither to deny them new coverage or to 
offer it only at very high rales. Many of these individuals have sufficient 
income to afford to pay directly for routine health care, but large 
uninsured medical bills can easily drain their resources. 

Many slates have begun programs to address the health care needs 
of uninsured individuals not eligible for Medicaid. The.sc programs 
conform to two broad models: 
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1) Those lhal provide health insurance coverage for persons who 
arc uninsured because their medical history makes the premiums 
unaffordable. 

2) Those that compensate providers who supply .services to in- 
dividuals who are unable to pay for those services. 

Programs tor the Uninsured 

Several .states and localities have separate programs to provide 
medical assistance for low-income individuals who are ineligible for 
federal income assistance or Medicaid and for high-risk individuals 
unable to obtain affordable insurance. These programs generally cover 
basic health care expenses and catastrophic care. Alaska, Maine, 
Minnesota, and Rhode Island have longstanding cata.strophic health 
insurance programs that serve primarily near-poor or middle-income 
residents. Oklahoma and South Dakota recently enacted .similar 
programs. 

Many of these programs use insurance risk pools. These pools for 
high-risk individuals provide insurance to those unable to Gnd ade- 
quate coverage in the private market because of their mental or 
physical condition. Under such programs, the health status of the 
subscriber is eliminated as a barrier to health insurance, since sub- 
sidhted low-cost intiurance is available through the pool. States general- 
ly operate the pool by forming an association of all health insurance 
companies doing busioe.ss in the state. One iasurance organization 
normally is selected to administer the plan under specific guidelines 
for benefits, premiums, and deductibles. 

Insurance for high-risk individuals obviously is more expensive than 
that for standard risks. But in a risk pool, premiums are set at a level 
affordable by those enrolled in the pool. This means that the enroliccs 
pay less in premiums than the cost of the services that they use. The 


85 Much of the miilenal presented in this section sunimsrizes information from 
Dehorah J. ChoUet, PhJ)., "Financing indigent Health Care,"The Changing Health 
Care Market, EBRJ-ERF Policy Forum (Washington, D.C; Employee Denefit Re- 
search Institute. W87) Chp. It : and Aaron K. Trippler. Com/mlKiisiw Ilealih /nsunmer 
forHi^-Ksk InitivUhmIs: A Suae hy SiaufAnolysa (Minneapolis: Communicating for 
Agricullurc, 1987). 
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most common approach to cover the losses incurred by the pool is to 
require insurance companies to contribute in proportion to their share 
of the state health insurance market. Eleven states^ partly offset this 
assessment through some form of tax credit against premium taxes or 
other stale taxes. Thus the state taxpayers also make a contribution. 
Ohio pays all the pool's losses directly out of its general funds. Maine, 
meanwhile, taxes hospital patient revenues to raise the funds necessary 
to support operation of the program. The experience of most stales 
indicates that the subsidy cost typically has been 1 percent of the total 
amount of premiums collected from all health insurance policies sold 
in tho.se states. 

Minnesota offered the first comprehensive health insurance pool for 
high-risk individuals in 1975. Since then, fourteen other stales have 
added high-risk pool programs.®’ During the past three years, at least 
twenty additional slates have considered the a high-risk pool for their 
citizens.®* 

The federal government al.sa has taken an interest in promoting 
health insurance risk pools. Secretary of Health and Human Serviees 
Otis Bowen, in his November 1986 report to the President on health 
care reform, recommended that all states adopt high-risk pools to 
provide health insurance. Congress also has taken up the idea. Legis- 
lation cither mandating or encouraging states to adopt risk pools has 
been introduced on several occasions since 1985, although no bill yet 
has been enacted. 

Wisconsin has taken an additional step to make risk pools more 
accessible to low-incomc families not eligible for Medicaid, and to 
high-risk individuals with modest incomes. In 1985, aseparate fund was 
created to help subsidize tlie premiums of individuals with an income 
of less than $16,500. The subsidies range from 6 percent to 30 percent 
of the premium in five categories of support based on the individual's 
income. 


86 Florida, Indiana, Iowa, Maine. Minnesota, Montana. Nebraska. New Menco. 
North Dakota, Tennessee, and Washington. 

87 Connecticut, Florida, Illinois, Indiana, Iowa, Maine, Montana. Nebraska. New 
Mexico, Noiih Dakota, Oregon. Tennessee, Washington, and Wisconsin. 

88 These include New York, Texas, Vermont, Califomia, Ohio, and Vii^ginia. 
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Programs (or Uncompensated Care 

Unaimpcnsated care U a term describing services provided by 
hospitals in the form of charily or those for which hospitals cod up 
holding bad debts. The ideas being tested to deal with the uncompen- 
sated care problem mcludc; 

Slate Revenue Pools. This is a relatively new approach to resolving 
the inequitable dLsIribulion of indigent care costs among hospitals, in 
which the hospitals as a group cfTcctivcIy have state-sponsored in- 
surance against bad debts. The idea is that no single hospital should 
bear a disproportionate share of the cost of uncompemsated care 
simply because it does not turn away indigent patients or because it is 
located in a poor neighborhood. Several stales®* levy assessments on 
all hospitals to fund ptxrls to offset the iinancial burden of indigent care 
in hard-hit hospitals. As a result, hospitals are less inclined to turn away 
individuals lacking the means to pay for care. Financing methods for 
the revenue pools include taxes on a hospital’s net revenues, state 
general revenue.s, surcharges imposed on hospital charges, and levies 
on insurance premiums. 

Rate Setting. Hospital rate setting (prospective pricing systems that 
apply to all providers of health care) has been viewed by some states 
as a way to slow hospital cost escalation and to distribute more equi- 
tably the burden of uncompcn,satcd care. It wonid achieve this by 
including, when making the rale calculations, an additional margin to 
cover the projected costs of uncompensated care. In recent year.s, 
commercial insurers, disappointed with the results of their own cost 
control efforts, have become leading advocates of slate rate .setting 
programs. In the six slates with hospital rate selling programs (Con- 
necticut, Maine, Maryland. Ma-ssachusetts, New Jersey, and New 
York), an allowance is made in setting each hospital's rales to help 
cover uncompensated care costs. In 1985, for instance, Massachusetts 
financed approximately S2(X) million in uncompensated care costs 
through rate setting. Since lhe.se rate setting systems regulate the 
amounts hospitals can charge privately insured patients, calculating an 
allowance in the rales to cover uncompensated care is essentially a 


89 Florida. New York, Souib Carolina, West Virginia, and Wisconsin. 
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rormalized, state-administered version of the old eross-subsidies, 
whereby hospitals overeharged their private patients to pay for care for 
the indigent, 

COMPREHENSIVE HEALTH CARE REFORMS FOR THE IN- 
DIGENT 

Medicaid is both the largest U,S. welfare program and the second 
largest government health care program. Any reform of Medicaid, 
therefore must not only improve America's health care system but also 
be compatible with broader reforms in Utc welfare system designed to 
reduce dependency and encourage self-sufficiency. 

For over two decades, Medicaid has been the stepchild of U.S. 
health care policy. Even at its inception in 196S, the program was little 
more than an afterthought, tacked onto the Medicare legislation. At 
that time, the proponents of national health care wanted a federal 
system based on social insurance, and they thus proposed Medicare as 
an mqpansion of Social Security. As an alternative, the American 
Medical Association (AMA) favored a decentralized system based on 
financial need. The eventual political compromise was a combination 
of the two proposals; Medicaid essentially was the AMA’s alterna- 
tive.^ 

Following the creation of Medicare and Medicaid, liberals con- 
tinued to press for a completely nationalized health system, while 
conservatives vigorously opposed such initiatives. Neither side, how- 
ever, gave much thought to developing a comprehensive policy for 
meeting the health care needs of the poor and disadvantaged. Instead, 
programs to address particular groups were added to Medicaid. The 
result is today's patchwork of programs. The largest of these additions 
was the 1972 legislation extending Medicare coverage to nonelderly 
disabled individuals and kidney dialysis patients. Other programs were 
established to provide health services to migrant workers, Indians, and 
poor mothers and infants and to fund the treatment of mental illnesses 
and drug and alcohol abuse. 

This patchwork has been strained severely in recent years by the 
absence of adequate, private sector in.surancc protection against the 


90 Sec Frank O. Campion, The AMA atd USc IteahJi Policy since 1941) (Giicngo: 
Chicago Review Press, pp. 2S3'283. 
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costs of long-term care. In response to this coverage gap, Medicaid has 
been forced to assume the increasing burden of the long-term care bills 
of millions of middle-class elderly palicnts driven into poverty by 
nursing home expenses. This has severely limited Medicaid's ability to 
meet the basic health eare needs of the noncldcrly poor. 

Reforming the current system for providing health care to the poor 
requires three broad approaches. First, the basic economics of 
America's entire health care system must be reformed to encourage 
economical decisions, so that each dollar can provide more care. Such 
a general restructuring would result from the reforms detailed in 
Chapter 3. Second, the exce.ssive burdens on Medicaid posed by the 
long-term care problems of elderly Americans must be cased by deal- 
ing direct ly with long-term care. Ways to accomplish this are proposed 
in Chapter 4. And third, steps must be taken to integrate health care 
programs for the poor more efficiently into the diverse structure of 
federal and state welfare programs. 

The Reagan Administration laid much of the foundation for ac- 
complishing such integration through its welfare reform measures. To 
spur innovation and experimentation in welfare policy, while increas- 
ing the self-sufficiency of the poor, the Administration reduced federal 
controls to encourage individual slates to experiment with their welfare 
programs. This triggered widespread state innovation. 

As part of this welfare reform strategy, the Reagan Administration 
took two important steps to encourage slates to develop better 
methods of providing health care to the poor. The first w.ts in 1981. 
when the Administration won passage of legislation to combine a 
number of small health programs into three block grant programs; the 
Preventive Health and Health Services Block (Irani; the Alcohol, Drug 
Abuse, and Mental Health Block Grant; and the Maternal and Child 
Health Block Grant. These block grants allowed stales to pool the 
federal money that they received for categorical grants and gave them 
more flexibility in designing local programs to meet the health care 
needs of targeted groups. 

The second step was the pa.ssagc of legislation in 1982 permitting 
states to undertake Medicaid demon.stralion projects that experi- 
mented with alternative methods of delivering health care to the poor. 
The demoastralion projects that succeeded, as well as those that failed, 
have produced valuable insights and data for future reform. 
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The federal and stale governments now should build on these 
initiatives by adopting a new strategy for providing health care to the 
poor and disadvantaged. This strategy must permit continuous policy 
innovation at the state level to test creative ideas. The federal govern- 
ment must grant state governments broad authority to keep changing 
and updating their health care programs for the poor. Such flexibility 
is essential if states arc to devise the most effective and efricient 
methods of delivering health care services, and if they are to better 
integrate health care programs with all their welfare programs provid- 
ing cash assistance, housing, and other services to the poor. The reform 
strategy .should: 

1) Separate the govemmenl’s function of providing basic health care 
services to the poor from Its funcllon as the payer of last resort for 
middle-class patients with catastrophic medical bills. 

Thc.se are both legitimate and necessary government funclion-s but 
they have different objeclives and involve dilTcrcnt groups. Confusing 
these two functions has led to indexibilily and excessive bureaucracy 
in programs, while stifling efforts to develop innovative ways of achiev- 
ing cither goal. The most obvious confusion of these functions is 
Medicaid’s role as both a program for providing basic health services 
to the poor and as the payer of last resort for middle-cla.ss elderly 
patients in nursing homes and younger individuats with co.slly terminal 
illnesses. 

Eluninaling the confusion over the proper roles of government 
health programs should be the first order of business for federal and 
state fwbey makers seeking to improve health care services for the poor 
and disadvantaged. Policy makers should recogniac that there arc 
major differences between a family trapped in chronic poverty and a 
normally .self-sufficient family suddenly faced with an overwhelming 
Hnancial catastrophe. A middlc-clas.s family with major financial 
problems generally needs only temporary help to become self-suffi- 
cient again. In contrast, families suffering from long-term poverty need 
a program of sustained help that meets their basic needs while en- 
couraging them to eventually break the cycle of dependency. 

The Chapter 4 proposal lo establish a separate program for financing 
long-term care f^or the poor elderly would be a good step toward 
returning Medicaid to its original function of providing basic health 
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cans services to the nooelderly poor. Similarly, lax changes to en- 
courage the development of belter catastrophic acute and long-term 
care insurance protection, as proposed in Oiapters S and 4, together 
with the requirement that working Americans purchase such protec- 
tion for themselves and their families, would allcviale considerably the 
problem of Americans being driven into poverty by high medical bills. 

Even with these reforms, many Americans still would incur 
catastrophic medical expenses without adequate insurance to pay for 
them because they do not qualify fur insurance or Medicaid for some 
reason or because they encountered an unusual set of circumstances 
not covered by normal insurance.To meet this need, more stales should 
develop catastrophic, or lasl-rcsort programs for helping families 
threatened with financial ruin by high medical bills. Instead of forcing 
families into welfare dependency as a precondition to qualifying for 
Medicaid, these programs should try to help families maintain their 
indepcndcnce.This would be similar to the way bankruptcy courts help 
debtors restructure their finances and become self-sufficient again. 

Under such a program, families might become eligible for assistance 
when their oul-of-pockci medical bills exceeded a certain percentage 
of their income. At that point, .slate officials could step in and tailor an 
assistance package to meet the family’s particular needs. Depending 
on the family’s circumstances, this assistance could take the form of 
cash grants, long-term, low-interest loans, subsidized insurance 
coverage, or regular visits by therapists and social workers to help the 
family care for a disabled individual. 

2) Give states more flexibility to meet the health care needs of the poor 
and the disadvantaged. 

Even before the structural reform of government functions arc pul 
in place. Congress should give the states more flexibility to meet the 
basic health care needs of the poor. This would entail several reforms. 
First, eligibility for Medicaid should be decoupled from eligibility for 
Aid to Families with Dependent Children (AFDC) and Supplemental 
Security Income (SSI). The federal government inste.vd should use a 
new eligibility index for Medicaid that takes into account the total cash 
and noncash benefits each family receives. This would tic health care 
a.ssistance more accurately to real need. The formula for determining 
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how much the federal government funds each stale's Medicaid pro- 
gram also should be decoupled from AFDC and SSI and allocated 
instead according to the new index. 

Second, the federal government should refrain from using this new 
index to establish a Fixed income level for Medicaid eligibility and then 
require states to provide full coverage to families with incomes below 
that amount. Rather, the states should be allowed to provide different 
amounts of assi.slancc to different families — within a spcdlied range 
on the index scale— depending on their income. In this way, slates could 
explore ways of linking Medicaid assistance to other efforts designed 
to encourage welfare recipients to join the work force. Stales also 
would be able to coordinate Medicaid coverage with Ibeir other wel- 
fare programs. 

Finally, all funding for smaller federal health care programs for the 
poor should be combined with Medicaid to create a single program. 
The money then .should be allocated to the stales on the basis of the 
new formula with minimal restrictions on the methods slates use to 
deliver services. 

3) Redesign Medicaid programs at the state level to build on the lax 
reforms proposed in Chapters 3 and 4. 

The tax reforms proposed in Chapters i and d are designed primarily 
to improve the way middle - and upper-class Americans buy medical 
services and health insurance in the private sector. These reforms also 
would enable states to purchase health care fur the poor more efTicient- 

ly- 

First, the tax reforms would establish consumer choice as the 
primary mechanism for regulating health care prices, the total supply 
of health care goods and services, and the coscrage and cost of health 
insurance. This would provide states a set of reliable market prices 
upon which to design and to measure the adequacy of, their medical 
care program, much as the appropriate value of Food Stamps and 
homsing vouchers Is c.stablishcd by consulting data on market prices for 
food and housing. 

Second, the lax reforms proposed in Chapter 3 are designed to offer 
a top-down strategy for closing coverage gaps in the health care .system. 
For example, while the lax credits propo.sed in Chapter 3 are designed 
primarily to assist middle-class Americans, making those credits refun- 


116 


133 


H ealth Care for the Poor, Unemployed and High-Risk 


(table would extend ihc benefits of health care tax relief to individuals 
further down the income scale, (hose low-wage workers who pay 
substantial payroll taxes but little or nothing in income taxes. These 
low-wage workers and their dependents account for as much as two- 
thircLs of the uninsured population. Similarly, the exception to the 
dependent support test proposed in Chapter 3 would give affluent 
Americans additional tax relief if they assisted their poorer relatives in 
purchasing health insurance or paying medical bills. The slates should 
examine ways of complementing these tax incentives with bottom-up 
strategies, perhaps through a system of health care vouchers or cash 
assistance for low-wage workers. The amounts of voucher or cash 
assistance could vary according to the recipient's income with states 
providing a progrc-ssively smaller subsidy as a recipient’s wages in- 
creased. 

In addition, the taxincentives for long-term care insurance proposed 
in Chapter 4, over time, should relieve the current pressure on stales to 
fund long-term care through .Medicaid. This would free funds for slates 
to use in providing basic medical services to the poor. 

4) Repeat slate-mandated benefit laws. 

As noted in Chapter 1, .stale-mandated benefit laws often were 
well-intentioned but have had the perverse effect of driving up health 
care costs. Perhaps the most important step the states could take to 
improve health care immediately would be to repeal such laws. A 
recent study, in fact, finds t hat as many as one-quarter of the uninsured, 
or 9.3 million Americans, lack coverage because they have been priced 
out of the market through increases in health insurance costs at- 
tributable to state mandated benefit laws.*'* 

5) Establish insurance risk pruds in esery slate. 

Separating health insurance from Ihc work place would allow 
workers to retain the same policy when they switched or lost jobs, 
thereby eliminating many of the problems associated with a medically 
high-risk individual seeking new coverage. Under the refundable lax 
credit proposal, moreover, high-risk individuals would receive greater 


91 John C Goodman and Gerald L. Musgravc, "rrecdom of Choice in ttcahh 
Insufancc." National Center tor Policy Analysis. Pnlny Report No. 134, November 1988. 
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tax relief for their proportionally larger medical expenses. This would 
mean that, for some of the more afRuenl high-risk individual.s, govern- 
ment help will not be necessary, while for less affluent individuals, the 
subsidy would be smaller than it now is in exisling risk-pool programs. 
With this reduction in the potential case load for these pools, many 
more states shonid be inclined to work with private insurers to cslabU.sh 
risk-pool programs. 

6) Experiment with refundable deductibles in capitation plans for the 
poor. 

Capitation plans provide regular a.s.si.stancc for each individual, so 
that they can be enrolled in a prepaid in.surance plan. By contrast, 
traditional reimbursement programs simply pay out for each treat- 
ment. Under a refundable deductible system, a state could enroll 
bencliciarics in a capitation plan that included deductibles similar to 
those used in normal insurance. The difference would be that the slate 
would prepay the deductible and then refund any unu.sed portion to 
the beneficiary at the end of the year. Say a plan included a S250 
refundable deductible. The first J250 charged to the plan by the 
beneficiary would be subtracted from the deductible. If the beneficiary 
incurred less than $250 in medical expenses during the year, he would 
receive the difference in cash. In this way, the poor would have some 
of the same incentives as middle - and upper-class Americans to avoid 
unnecessary or costly care. 

This incentive is important because Medicaid beneficiaries lend to 
use excessive amounts of cosily but inappropriate primary care. For 
in.siaocc, the poor will often use an expeasive hospital emergency room 
rather than a family doctor or an outpatient clinic.This adds consider- 
ably to the cost of state Medicaid programs. T o discourage this, it has 
been proposed that Medicaid patients be charged some level of de- 
ductibles or copayments. 

The usual objection to such proposals is that the poor do not have 
the cash needed to pay deductibles, and thus the effect of the require- 
ment would be to discourage them from seeking necessary care. A 
refundable deductible would meet this objection. If a Medicaid 
beneficiary chose to pay for minor treatment in cash, nothing would be 
charged against his refund. If, however, he did not have cash available, 
he could still gel treatment and Medicaid would still pay the cost. But 
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because the Ireatmenl would count against his refundable deduetibic, 
he would still have some incentive to seek out more efficient providers. 
Such a system could significantly reduce overutili/ation and excessive 
treatment in Medicaid, allowing each dollar to provide more care to 
the poor. In developing such a system, .states could experiment with 
different deductible amounts to achieve savings without discouraging 
necessary care. 

CONCI.lI.SION 

As with all welfare reform, the keys to improving health care services 
for the ^r are to be found in greater flexibility, decentralization, and 
innovation. Because the poor lack the resources to participate fully in 
society, they present unique challenges and problems to policy makers. 
No one can yet say with confidence that they have found the cure for 
poverty. Similarly, the other complex medical needs of the poor and 
the diversity of state assistance programs make it impossible for 
reformers to point to an ideal medical care program for the poor. 
Continuous experimentation is needed, and the best place to conduct 
the experiments is at those levels closest to the problem, the states and 
localities. 

The reforms proposed in this chapter offer a basic framework for 
meeting the health care needs of the poor by encouraging such ex- 
perimentation. If there is a le.s.<ion to be learned from the past six years 
of Medicaid demonstration projects, it is that significant improvements 
can be achieved in delivering services to the poor, in health care as in 
other areas of social policy, only when state and local governments are 
given the flexibility and incentive to experiment. 
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Chapter 6 

The Political Prospects 
for Reform 

Edmund F. Haisimaicr 

Th e reform agenda outlined in the preceding chapters is ambitious, 
but it is not impossible to achieve. Both lawmakers and the general 
public have become increasingly concerned about the stale of 
America’s health care system. This broad concern creates a political 
opportunity for launching a major health care reform initiative. 

Despite aggressive cost control efforts in the public and private 
sectors, medical inflation continues unabated, and health care spend- 
ing continues to soar. It is this cost problem that is mainly responsible 
for decreasing access to health care, particularly among the poor, the 
unin.sured, and the elderly. At the same time, recent efforts to control 
health care costs have made the delivery of health care incrciisingly 
unattractive for many health care professionals, who in years past 
found it profitable. Health care providers, for instance, can no longer 
receive open-ended subsidies from such programs as Medicare and 
Medicaid. Instead they face ever tighter price controls and growing 
paperwork. Similarly, corporations are finding that even their lax 
breaks for employee health insurance no longer compensate for the 
enormous expense and problems associated with funding and manag- 
ing those programs. So they are negotiating tough contracts with 
hospitals and doctors to keep costs down. 
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Not surprisingly, beneficiaries of government programs arc begin- 
ning to question just how much they benefit from a system that lowers 
the quality of care while ignoring some of their most basic needs such 
as long-term care for the elderly. Even working Americans with in- 
surance face a confusing and complicated system, as employers try to 
adapt health benefits to the realities of high medical costs, a more 
diverse work force, and changing family conditions. 

Given the growing consensus that the current U.S. health care 
system has chronic problems and needs urgent treatment, it might be 
assumed that there would be little opposition to major reform. Yet 
three significant obstacles currently block necessary health care 
reforms. 

The first is simply lack of vision in Congress. Lawmakers tend to 
approach problems one at a time, trying to devise .separate, limited 
.solutions for each situation. Sometimes the piecemeal approach can 
work. But the problems of America’s health care system arc so deep 
that lawmakers must exercise bold vision and mobilize broad popular 
support for major .structural reforms. 

The second obstacle is the common tendency of Americans to 
assume that “reform” of benefits inevitably means they will find them- 
selves worse off. In such an c.sscnlial area as health care, this fear 
triggers strong resistance to almost any proposal. The political success 
of any health care reform initiative thus binges on the ability of its 
supporters to show that it will benefit virtually all Americans. Unless 
reformers can do this, reform proposals will fall victim to fears and 
institutional inertia. 

The third major obstacle is the way in which Americans and their 
representatives think about health care. They tend to assume that the 
health care is not subject to the normal economic laws of competition 
governing the supply of goods and .servicc.s. They aiso tend to assume 
that only employers or the government can fund health care services 
and that government must regulate services carefully. Bccau.se these 
and other erroneous assumptions have not been challenged seriously 
for several decades, they have the power of conventional wsdom.Tbc 
result is that almost all new proposals in health care financing arc 
doomed to failure because they presume that the existing system is an 
adequate foundation and then attempt to build additions onto it. 

To be successful, then, the cause of health care reform must be 
championed by leaders who focus not on adding more and more 
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features to the existing system, but who offer Americans the bold vision 
of a new and better health care system and who have a strategy for 
anticipating and responding to the concerns their proposals will 
generate. 

SpcciTically, reformers must: 

I ) Challenge existing assumptions. 

The most basic assumptions about health care llnancing must be 
challenged. Reformers must dispute the prevailing notion that the 
health care market operates outside the normal laws of economies. 
And they must contest the assumption that current cost problems arc 
the fault of the private sector operating in a free market with its 
implication that the solution is some form of national tax-financed 
system. Reformers must point out that, although America's health care 
.system still is largely private, it is distorted by regulations and policies 
thal encourage, or even compel, consumers and providers to ignore 
normal market signals which would produce good, affordable health 
care. 

Reformers must emphasize thal a new framework should approach 
health policy from the perspective of the needs of consumers or 
palienLs. They must make clear to Americans that such a framework 
will be based on consumer choice — the most cfricieni and effective- 
regulator of any market — and that this will generate the incentives for 
providers to offer an adequate supply of quality services at reasonable 
prices. Based on this understanding, the aim of health care reform 
should be to construct a system that works with, not against, normal 
market forces. It is a system that seeks not to coerce or replace the 
market, but rather, to stimulate the market to achieve desirable social 
ends. 

2) Emphasize the need for omnibus reform. 

Reformers must explain to Americans that omnibus reform is 
needed to address the basic flaws of the health care system. Sweeping 
omnibus health care reform legislation should be drafted based on the 
new framework and policies detailed in the previous pages. This can 
be done either by the Bush Administration or by a coalition of Coo- 
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grcssmcn. Such omnibus health care reform legislation should be 
publicized and promoted as the starting point for a national debate on 
health care. 

3) Educate Americans and mobilize suppurl. 

Sponsors of the legislation, logetherwilh supporters outside govern- 
ment, should launch a national campaign to explain the rationale and 
benefits of reform and to allay the fears and reservations of different 
groups. 

In thus selling health care reform, supporters will need to 
demonstrate not only how the nation as a whole will benefit from lhe.se 
reforms but also how specific groups will benefit. Reformers must 
identily individuals and groups of supporters among the general public 
and organize them into an effective political coalition. In essence, the 
proposals laid out above offer a set of benefits and irade-oHs to the 
many, diverse groups who have a .stake in the health care system. The 
job of reformers will be to explain to these key groups how their 
situation will change under the proposed reforms. Specificiilly: 

Individuals and Families. The health care tax changes outlined in 
Oiapter 3 would give individuals and families greater responsibility for 
their own health care. These changes would pul many health care 
decisions back in the hands of the consumers something that the 
complexity of the existing sy.stem has long precluded. Con.sumcrs 
should welcome such responsibility because it carries with it the added 
security of direct control over a vitally important, but often worrisome, 
aspect of their lives. Combined with a simpler insurance system, these 
features of the reform package .should make it appealing to most 
Americans. 

Consumers. A consumer-oriented approach to health care would 
have other major, positive .social effects. Most important, it would 
stimulate both cost control and quality control while improving access. 
Consumer choice Is the most powerful way to encourage providers to 
offer quality products or services at reasonable cost. Patients and tbeir 
relatives always have the greatest interest in the quality of their care. 
Any economic decision, of course, involves striking a balance between 
cost and quality. And because the value of a service Is a highly subjec- 
tive concept, the consumer who is both paying for and benefiting from 
health care is best able to determine value for money in health care. 
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Thus Ihc consumer is the best “regulator” of quality and price. 
Reformers must point out that the current system leads government to 
fix the price and amount of health care, and that a national health 
system would mean even more sweeping rationing. Reformers should 
explain that, by contrast, strengthening the incentives for consumers to 
question both the cost and the quality of their health care puts power 
bach into the hands of patients. 

Workers. While roost workers, particularly if highly paid, would lose 
Ihc lax advantages of employer-provided health care under the 
proposals advanced in Chapter 3, all workers would receive iastcad 
more fasorable treatment for medical expenses on their personal 
income lax and belter protection from large medical bills. For workers 
in bus'mcsscs currently providing little or no health coverage. Ibis would 
be a major improvement: for all workers, it would provide greater 
freedom of choice. It also would be a practical response to trends in 
Ihc nation’s work force, such as greater worker mobility, the growth of 
small bus'mess, and self-employment, which make lying health bencGls 
lo employment increasingly unsatisfactory .The fact that workers would 
be able to carry their insurance with them when they changed jobs 
should be especially attractive. 

Unions. Unions have little lo fear from the proposed reforms. In the 
past, unions have sought increased tax-free benefits as an attractive 
alternative lo higher taxable cash wages. The reforms proposed here 
simply would remove health benefits from this equation by shifting tax 
relief lo individual workers. Unions would lose none of their prc.scnl 
leverage in demanding wage increases or other nonhealih benefits. In 
addition, requiring employers lo pay workers the value of their present 
health benefits in cash after the transition would mean no reduction in 
real wages for union members. Furthermore, because unionized 
workers now have some of the richest health benefit plans in Ihc 
country, they would sec Ihc greatest increase in their cash wages under 
Ihc proposed reforms. 

Businesses. Businesses would benefit by being freed from Ihc con- 
siderable cost of providing and administering large-scale employee 
health plans. Even though busine.sscs would be required to compensate 
their workers in cash for existing health benefits, they would be able lo 
reduce coasidcrably the ,')ccounting and paperwork casts involved in 
processing payrolls and managing benefit plans. 
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The Poor and Elderly. Reducing medical inflation would relieve 
much of the inflationary pressure on government programs for the poor 
and elderly, and at the same time, improve services. The restructuring 
of Medicare proposed in Chapter 4y/QM mean that the more affluent 
elderly would have to pay a greater share of their own routine medical 
costs. But in return for this, the elderly generally would receive much 
better protection against catastrophic medical costs, and middle > and 
upper-class retirees would be relieved of the present, onerous burden 
of taxes and premiums. Furthermore, the combination of vouchers, 
lower taxes on insurance company reserve funds, and the exemption of 
medical expenses from the dependent support lest could make long- 
term care insurance attractive to insurance companievS and affordable 
for Americans. For the poor and the elderly, slate experiments and 
Medicare vouchers would provide greater choice in obtaining medical 
care, reversing the current incentives for providers to lower their costs 
by reducing the quality of care. Slate risk pools and supplemental 
vouchers for low-income Americans would better target government 
assistance to those who most need help- the fifiancially and medically 
needy. 

Converting most govcmraenl programs to vouchers would get the 
government out of the business of providing health insurance directly. 
Government is poorly equipped to act a.s an insurance company for 
two reasons. First, the premiums it sets inevitably reflect political more 
than actuarial considerations. Second, government lacks the necessary 
incentives to control payment costs and can do .so only vdlh a stultifying 
application of bureaucratic controls. 

Insurance Companies. Although recalculating policies to accom- 
modate the shift from emplo>'cr group policies to individual and family 
policies initially would impose a major burden on insurance com- 
panies, health care reform would benefit insurers in several ways. First, 
converting current government health programs to vouchers would 
greatly expand the health iasurance market. Second, the new system 
would remove many of the current incentives for legislatures to man- 
date coverage for specific providers and serviccs.Thtrd, insurers would 
have considerable flexibility in writing policies and increased incen- 
tives to be competitive and innovative. In particular, the elimination of 
many small claims and of the need to impose elaborate and expensive 
cost control systems on providers would help make health insurance a 
more profitable line of business. 
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Heallli Care Providers. Hcallh care reform would slimulalcgrcatcr 
competition among health care providers, such as hospitals and doc- 
tors, while at the same time allowing them greater flexibility in respond- 
ing to innovations in medical technology. While some providers might 
view increased competition unfavorably, they would benefit by being 
freed from the massive regulatory oversight and paperwork burdens 
now imposed by Medicare, Medicaid and private insurance com- 
panies. 

CONCLUSION 

Americans arc told by many policy makers that they need some kind 
of nationalized health system on the European or Canadian model. Yet 
those who advocate such an approach seem to do so not out of any 
conviction that a nationalized system is inherently desirable but out of 
a sense of resignation, believing that it is the only alternative to the 
existing dismal situation. Most of these advocates arc well aware of the 
serious .shortcomings and failures of national health systems. Nonethe- 
less, they see such systems as at least rational and equitable alternatives 
to the growing problems in American hcallh care. 

These policy makers arc correct to call for drastic action, but their 
nationalized health pre,scription will not cure the ailing system. They 
err in assuming that a nationalized system is the only alternative. For 
it is possible to create an affordable, high quality system through 
reforms that enhance competition and consumer choice and, assure 
accc.ss to a more efficient hcallh care market for all Americans. It is 
also possible to make such reforms politically appealing. 

The proposals described in these pages surely do not contain all the 
solutions to America's hcallh care problems. But they do provide a 
workable framework for creating a comprehensive health care system 
that will serve all Americans. 
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A Nutional Health System 
for America 

Muiiy An>er icons urKJer^tandobly feel there is something fundamentally 
wrong when, in a country as rich as (he U.S.. there arc millions of citizens 
who lack access to alfordahic health care. With U S. spending on health, as a 
proportion ol gross national product, exceeding that of virtually every other 
country. mt»si Americans also arc understandably frustrated that Congre>s 
sccm.s unable to dcstgn p<»licics to steer iho.se health care dollars into a satis- 
factory system. Because of its fundamental flaws, however, the existing health 
care system cannot Iw reformed without siruciuml changes. 

In this study. Heritage Koundaiion health policy experts offer a strategy to 
make adequate healthcare available at ;K:eepiable cost to every American. It 
would use strong market incentives to give the widest possible degree of 
choice and the best possible value per dollar for both patients and taxpayers. 
The key element is to address the core delects of the current sysiemby turning 
today's quasi-market health cate system inlo a true market system. It would 
include a major revision of the tax treatment ol health care costs that removes 
the current pervcr'C incentives for patients and providers. Included too is a 
contpaci Ix'twecn government and citizens: u comnntmeni by governienl to 
provide aid to any family genuinely unable to afford adequate health care; a 
legal obligation on all families to obtain a minimum level of protect ion against 
health cate co.si.v. 

As this stud) makes clear, only a lar-rcaching set of market-ba.sed refiviros. 
accompanied by a strong campaign to explain the refortns to the American 
people, w ill cure the ills ol America's heullh care system. With such reforms 
in place, the U S. can create a system that will be the model lor tite entire 
industrialized world. 
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Mr. LEVIN. Bills with an individual responsibility provision have 
been cosponsored by Republicans for decades. You all can run, but 
you can’t hide. You are essentially trying to bloody the nose of 
something you were for before you were against it. And so you 
think you have found the right cudgel, the word “tax,” but it is a 
cudgel that is only going to impact 1.4 of Americans who are free 
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riding off of our health care system and in order to stop that will 
pay a penalty. 

Republicans are also making another false claim that health care 
reform is a massive tax on the middle class. That is false. Seventy 
percent of the revenues come from three sources: industries who 
agree to the fees because they are benefiting from millions of new 
customers, free riders, and the top 3 percent of taxpayers. 

What this week is all about is not taxes. It is about taking away 
extra protections against insurance company abuses. That is the 
Republican agenda this week: Repeal the preexisting conditions 
protection, repeal the removal of annual and lifetime limits on ben- 
efits for the very sick, repeal closing the prescription drug donut 
hole, repeal young adults staying on their parents’ insurance, re- 
peal the cap on premium increases. 

Middle-class families have enough to worry about these days as 
they struggle to recover from the worse recession in decades. In- 
stead of making it harder for them by putting the insurance com- 
panies back in the driver’s seat of our health care system, this com- 
mittee should be focused, as a number of us have said so many 
times, on moving forward, on passing jobs legislation that we can 
all agree on, instead of blocking its arrival on the floor of the House 
of Representatives. 

Chairman CAMP. Today we are joined by a distinguished panel 
of constitutional scholars: 

Mr. Steven Bradbury is a partner with Dechert LLP, and he has 
served as the head of the Office of Legal Counsel in the Depart- 
ment of Justice. 

Ms. Carrie Severino is the Chief Counsel and Policy Director to 
the Judicial Crisis Network and has served as a law clerk for the 
U.S. Supreme Court and the Court of Appeals for the DC Circuit. 

Mr. Lee Casey is a partner with Baker Hostetler and has served 
in the Office of Legal Counsel and the Office of Legal Policy in the 
Department of Justice. 

And Mr. Walter Dellinger is a partner with O’Melveny & Myers. 
Mr. Dellinger has served as the Solicitor General of the United 
States. 

You will each have 5 minutes to present your oral testimony. We 
do have your written statements in advance. Thank you for those. 
Your entire written testimony will be made a part of the record. 

And, Mr. Bradbury, we will begin with you. You are now recog- 
nized for 5 minutes. 

STATEMENT OF STEVEN G. BRADBURY, PARTNER, DECHERT 
LLP (WASHINGTON, DC) 

Mr. BRADBURY. Thank you Chairman Camp, Ranking Member 
Levin, and distinguished Members of the Committee. It is an honor 
to appear before you today to share some observations about the 
Supreme Court’s rulings on the Affordable Care Act. 

First, while I believe the Court’s reasoning on the Commerce 
Clause is quite positive and historic, I am concerned the decision 
to uphold the minimum coverage provision as a tax has the poten- 
tial to unleash the coercive power of the Federal Government in a 
different guise. When Congress enacted the Affordable Care Act, it 
plainly thought the individual mandate was necessary to make the 
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law work. The mandate was intended to compel younger, healthier 
Americans to subsidize the insurance costs of others; and it was de- 
signed to counteract the moral hazard caused by the guaranteed 
issue and community rating regulations which Congress recognized 
create a strong incentive for people to forego buying insurance until 
they actually need it. 

Congress thought it could use its Commerce Clause power to 
command people to buy insurance, and that is how the individual 
mandate was primarily defended at the Court. But a majority of 
the Court rejected this argument and concluded that the mandate 
exceeded Congress’ powers under the Commerce and Necessary and 
Proper Clauses of the Constitution. I believe that conclusion is a 
holding of the Court and will prove to be enormously consequential 
for generations to come. 

At the same time, though, the Court upheld the so-called shared 
responsibility payment as a tax. This ruling means the minimum 
coverage provision is no longer a direct legal mandate. As the Chief 
Justice explained, to uphold the provision under the taxing power, 
the Court had to read the mandate out of the statute. Instead of 
saying that all Americans shall maintain health insurance cov- 
erage, the law is now interpreted to say only that certain individ- 
uals must pay a tax increase if they don’t have insurance. It is fair 
to ask how this ruling changes the law Congress thought it was en- 
acting and how Congress might try to toughen the tax provision in 
the future to preserve the original purposes of the mandate. 

Back when the law was understood by everyone to include a 
legal mandate, the Congressional Budget Office projected that ap- 
proximately 3.9 million Americans would opt to pay the penalty 
rather than comply with the mandate. It is logical to understand 
that this earlier CBO projection was based in part on the assump- 
tion that most Americans would naturally feel a strong moral im- 
perative to comply with the law, even if it wasn’t enforced with 
criminal sanctions. 

Now that the Supreme Court has announced to the whole world 
that the minimum coverage provision is not a legal mandate but 
only a tax assessment, it is equally logical to assume that the ac- 
tual number of individuals who will choose to pay the tax rather 
than purchase insurance will be greater than originally projected. 
That result is likely because, for most people, the amount of the tax 
payment is currently going to be much less than the actual cost of 
an insurance policy. 

If the number of individuals who choose to forego insurance cov- 
erage turns out to be larger than Congress thought necessary to 
preserve the effectiveness of the insurance reforms, we can expect 
Congress would try to ratchet up the tax in a renewed effort to 
compel more Americans into the insurance market. 

Although the Court has said that a tax can’t be punitive, the 
Constitution grants Congress wide latitude in setting the amount 
of the tax, even if the tax is so high that it coerces desired behavior 
or squelches undesired conduct. So, for example. Congress in the 
past has enacted prohibitively high tax assessments on certain 
things it wished to eradicate, such as marijuana sales or sawed-off 
shotguns. A future Congress might decide to do the same with the 
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shared responsibility tax, and the constitutional limits on how high 
Congress could raise the tax are quite undefined. 

Congress could also introduce the usual tax enforcement meas- 
ures such as criminal prosecution for failing to pay the tax and 
invasive audits by the IRS, and these two would make it more dra- 
conian for people to choose the tax option rather than purchasing 
insurance. In other words, just when the Court has reaffirmed so 
resoundingly the limited nature of the commerce power, I fear we 
could still find ourselves in a world where the government is effec- 
tively forcing people to buy something against their will. 

Thank you, Mr. Chairman. 

[The prepared statement of Mr. Bradbury follows:] 


Testimony of Steven G. Bradbury 

Before the 

House Ways and Means Committee 

Hearing on 

The Ramifications of the Supreme Court’s Ruling 
on the Affordable Care Act 

July 10, 2012 


Chairman Camp, Ranking Member Levin, and distinguished Members of the 
Committee, it is an honor to appear before you today to discuss the implications of 
the Supreme Court’s opinion addressing the constitutionality of the Affordable Care 
Act (the “ACA” or “Act”). 


Introduction 


1 participated in preparing three amicus briefs for the Supreme Court on be- 
half of a large number of economists, including two Nobel laureates, former senior 
government officials, and professors from major research universities, supporting 
the challengers to the ACA and addressing the economic realities behind the law. 
We filed briefs on the individual mandate, the severability issue, and the Medicaid 
expansion. Our brief on the mandate offered a counterpoint to the economic justifi- 
cations cited by the Solicitor General in support of the Government’s Commerce 
Clause arguments. 

The positions we staked out on the Commerce Clause and Necessary and 
Proper Clause (along with the Medicaid expansion) ended up being embraced by a 
majority of the Members of the Court, and two of our briefs were cited in the joint 
opinion of the four dissenters. 

1 want to share with the Committee today some observations about the impli- 
cations of the Court’s rulings on the weighty constitutional issues it faced in this 
historic case. I believe the Court’s conclusions on the Commerce Clause and Neces' 
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sary and Proper Clause will prove to be of great consequence in reestablishing the 
bedrock principle that under our Constitution, the federal government is a govern- 
ment of limited, enumerated powers. At the same time, however, 1 am concerned 
that the Court’s decision to uphold the “minimum coverage provision” in the Act as 
a constitutional exercise of Congress’s taxing power has the potential to unleash the 
coercive power of the federal government in a different guise. 

The Original Purpose of the Individual Mandate 

Congress plainly viewed the individual mandate as a central feature of the 
Affordable Care Act that was necessary to the operation and effectiveness of the en- 
tire statutory scheme. See 42 U.S.C. §§ 18091(2)(H) (express finding by Congress 
that the minimum coverage requirement “is an essential part of this larger regula- 
tion of economic activity, and the absence of the requirement would undercut Fed- 
eral regulation of the health insurance market”). 

The individual mandate was originally enacted to compel millions of Ameri- 
cans to pay more for health insurance than they receive in benefits as a means to 
subsidize the costs that the Act’s guaranteed-issue and community-rating require- 
ments will impose on private insurance companies. See id. §§ 18091(a)(2)(C), 
l809l(a)(2)(I) (congressional finding that the mandate was required to force 
“healthy individuals” into the market as “new consumers” to reduce insurers’ costs). 

The guaranteed-issue and community-rating requirements of the Act prevent 
health insurers from making the basic actuarial decisions made in every other in- 
surance market. Insurers may no longer withhold health insurance from those with 
preexisting conditions or price insurance premiums to match customers’ known ac- 
tuarial risks. requiring health insurers to cover the sick and set premiums 
based on average costs, these federal requirements would dramatically increase 
healthcare premiums for all insured Americans, unless Congress at the same time 
forces the young and healthy with relatively little need for comprehensive health 
insurance to enter the market on terras that are economically disadvantageous. 

And that is what the individual mandate was designed to do. 

The mandate was also designed to counteract the moral hazard, or “adverse 
selection,” that Congress recognized will be created by those same insurance re- 
quirements, which will inevitably give rise to a strong incentive for people to forgo 
buying insurance until they actually need it. See id. § 1 8091(a)(2)(A) (finding that 
absent the mandate, individuals “would make an economic and financial decision to 
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forego health insurance coverage”); id. § 18091(a)(2)(I) (“[I]f there were no require- 
ment, many individuals would wait to purchase health insurance until they needed 
care. By significantly increasing health insurance coverage, the [mandate], togeth- 
er with the other provisions of this Act, will minimize this adverse selection and 
broaden the health insurance risk pool to include healthy individuals, which will 
lower health insurance premiums.”). 

Accordingly, in his brief defending the individual mandate before the Su- 
preme Court, the Solicitor General represented that the mandate “is key to the via- 
bility of the Act’s guaranteed-issue and community-rating provisions.” S.G. Br. at 
18. And in his guiding opinion for the Supreme Court, the Chief Justice empha- 
sized that “Congress thought it could enact such a command under the Commerce 
Clause, and the Government primarily defended the law on that basis,” National 
Federation of Independent Business v. Sebelius, No. 11-393, slip op. at 32 (U.S. 

June 28, 2012) (Opinion of Roberts, C.J.) (hereinafter “Slip Op.”), since only the 
Commerce Clause argument could potentially support a direct legal mandate such 
as Congress originally intended to enact. 

The Historic Importance of the Court’s Riilinga 
on the Commerce Clause and the Necessary and Proper Clause 

With regard to the central legal arguments made by the Solicitor General in 
defense of the mandate, I believe it is important to stress that the conclusions 
reached by five Members of the Court that the individual mandate exceeded Con- 
gress’.s powers under the Commerce Clause and the Necessary and Proper Clause of 
the Constitution are of great historic significance. These conclu.sions are likely to be 
enormously consequential in the future jurisprudence of the Court and in the legis- 
lative business of Congress for generations to come. 

The opinion of the Chief Justice provides the roadmap to understanding the 
Court’s rulings. It traces the conclusions and reasoning that commanded five or 
more votes from Members of the Court on each of the major constitutional issues 
raised by the ACA. On the most prominent and widely discussed constitutional is- 
sues — the Commerce Clause power, the Necessary and Proper Clause power, and 
the limits of Congress’s Spending Clause power over the States — the Chief Justice 
and a majority of the Court resoundingly accepted all of the principal substantive 
arguments of the challengers to the law. 
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In the end, because of the Court's holding on the taxing power and because of 
the way the Court interpreted the statute, the practical impact of these rulings in 
this case is limited to (l) requiring a narrow reading of the individual mandate, or 
so-called “minimum coverage provision,’' contained in 26 U.S.C. § 5000A(a) so that 
it does not have any substantive meaning separate from the tax penalty contained 
in subsection (b) of section 5000A, and (2) requiring a narrow reading of the Medi- 
caid expansion provision to eliminate the federal government’s ability to deny the 
States the remainder of their Medicaid funding if they choose not to participate in 
the Medicaid expansion. 

In rejecting the Solicitor General’s effort to justify the minimum coverage 
provision as an exercise of Congress’s power under the Commerce Clause, the Chief 
Justice made several critical points. Quoting the Chief Justice- 

• “The power to regulate commerce presupposes the existence of com- 
mercial activity to be regulated. If the power to ‘regulate* something 
included the power to create it, many of the provisions in the Constitu- 
tion would be superfluous.” Slip Op. at 18 (Opinion of Roberts, C.J.). 

• “The individual mandate . . . does not regulate existing commercial ac- 
tivity. It instead compels individuals to become active in commerce by 
purchasing a product, on the ground that their failure to do so affects 
interstate commerce. Construing the Commerce Clause to permit 
Congress to regulate individuals precisely because they are doing noth- 
ing would open a new and potentially vast domain to congressional au- 
thority.” Id. at 20. 

• “People, for reasons of their own. often fail to do things that would be 
good for them or good for society. Those failures — ^joined with the simi- 
lar failures of others — can readily have a substantial effect on inter- 
state commerce. Under the Government’s logic, that authorizes Con- 
gress to use its commerce power to compel citizens to act as the Gov- 
ernment would have them act. That is not the country the Framers of 
our Constitution envisioned.” Id. at 23. 

• “Congress already enjoys vast power to regulate much of what we do. 
Accepting the Government’s theory would give Congress the same li- 
cense to regulate what we do not do, fundamentally changing the rela- 
tion between the citizen and the Federal Government.” Id. at 23*24. 
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• “The Commerce Clause is not a general license to regulate an individ- 
ual from cradle to grave, simply because he will predictably engage in 
particular transactions. Any police power to regulate individuals as 
such, as opposed to their activities, remains vested in the States.” Id. 
at 26. 

Similarly, in rejecting the Solicitor General’s arguments under the Necessary 
and Proper Clause, the Chief Justice wrote- 

• “[T]he individual mandate cannot be sustained under the Necessary 
and Proper Clause as an essential component of the insurance reforms 
[i.e.y guaranteed issue and community rating requirements]. Each of 
our prior cases upholding laws under that Clause involved exercises of 
authority derivative of, and in service to, a granted power. . . . The in- 
dividual mandate, by contrast, vests Congress with the extraordinary 
ability to create the necessary predicate to the exercise of an enumer- 
ated power.” Id. at 29. 

• 'JSjuch a conception of the Necessary and Proper Clause [as was ad- 
vanced by the Government] would work a substantial expansion of fed- 
eral authority. . . . Congress could reach beyond the natural limit of its 
authority and draw within its regulatory scope those who otherwise 
would be outside of it. Even if the individual mandate is ‘necessary’ to 
the Act’s insurance reforms, such an expansion of federal power is not 
a ‘proper’ means for making those reforms effective.” Id. at 29'30. 

On each of the points I have just recited, the four Justices in the joint dissent 
completely agreed with the Chief Justice. These five Members of the Court — the 
Chief and the four joint dissenters — shared the same reasoning and reached the 
same conclusions with respect to the Commerce and the Necessary and Proper 
Clauses of the Constitution. Ail five concluded that the individual mandate exceed- 
ed Congress’s powers under the Commerce Clause, whether considering the Clause 
alone or in combination with the Necessary and Proper Clause. 

I believe that these conclusions are properly treated as holdings of the Court, 
for the following reasons. 

First, they were adopted hy five Justices, a majority of the Court. 
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Second, they were essential to the Court’s ultimate disposition upholding sec- 
tion 5000A under Congress’s taxing power. The Chief Justice, whose vote was deci- 
sive for the Court’s disposition, made it clear in his opinion that he could not have 
reached the taxing power issue at all and could not have given the mandate the 
narrowing construction that allowed the statute to survive as an exercise of the tax- 
ing power without Grst addressing and rejecting the Government’s arguments un- 
der the Commerce Clause- 

“[T]he statute reads more naturally as a command to buy insurance than as a 
tax, and I would uphold it as a command if the Constitution allowed it. It is 
only because the Commerce Clause does not authorize such a command that 
it is necessary to reach the taxing power question. And it is only because we 
have a duty to construe a statute to save it, if fairly possible, that §5000A can 
be interpreted as a tax. Without deciding the Commerce Clause question, I 
would Snd no basis to adopt such a saving construction.” Slip Op. at 44 
(Opinion of Roberts, C.J.) (emphases added). 

Finally, the Court itself, in its majority opinion, described the Commerce 
Clause conclusion reached by the Chief and the four joint dissenters as a holding of 
the Court: “The Court today Ao/cfethat our Constitution protects us from federal 
regulation under the Commerce Clause so long as we abstain from the regulated ac- 
tivity.” Id. at 41-42 (Opinion for the Court) (emphasis added). 

In the past when the Court has analyzed cases with multiple, fragmented 
opinions from different Justices and no single rationale explaining the result, it has 
typically identified the “holding” of the case as the “position taken by those Mem- 
bers who concurred in the judgments on the narrowest grounds.” Marks v. United 
States, 430 U.S. 188, 193 (1977), Here, the Chief Justice’s opinion identifies the 
narrowest ground for the Court’s disposition, and his controlling opinion held that 
the Act was constitutional only because of the conclusions he reached on the Com- 
merce Clause and Necessary and Proper Clause questions, in which the four joint 
dissenters joined. Further, the Court’s disposition of the Medicaid expansion issue 
clearly relied upon the four joint dissenters to render the Court’s 7-2 holding on that 
point. For these reasons, I believe the Court, at least in this case, would count the 
views of the four joint dissenters on the Commerce Clause and Necessary and Prop- 
er Clause issues in identifying the holding of the Court under the Marks rule. 
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Henceforth, I predict, the lower courts will view the Chief Justice’s and four 
dissenters’ conclusions about the Commerce Clause and Necessary and Proper 
Clause as binding law that they must follow. And Congress will recognize that any 
legislation it might consider in the future that would purport to require individuals 
to enter into commercial transactions through a direct mandate would likely be 
struck down in the courts. 

Implications of the Court’s Ruling on the Taxing Power 

Now, let me turn to the implications of the Court’s ruling on the taxing pow’ 
er. The Court upheld the so-called “shared responsibility payment” (that is, the tax 
penalty found in subsection (b) of section 5000A) as a constitutional tax assessment 
under Congress’s Article I taxing power. In an important respect, what the Court 
gave us with its Commerce Clause ruling (protection from a coercive legal mandate 
requiring individuals to purchase products that they do not want), it took back with 
this tax ruling, which has the potential to permit Congress to impose coercion fi- 
nancially through its taxing power. 

One thing that the Court’s tax ruling means is that there really is no individ- 
ual insurance mandate in the ACA — at least, the minimum coverage provision does 
not exist as a direct legal mandate to purchase insurance. As the Chief Justice 
clearly explained in his opinion, in order for the Court to reach the taxing power 
question, it was necessary to read the mandate language of subsection (a) out of the 
statute. Instead of saying that all individual Americans “shall” maintain health in- 
surance coverage, subsection (a) has now been reinterpreted, in effect, to say only 
that it is a goal of the Act that all individuals should maintain insurance coverage. 

The Chief Justice acknowledged that this interpretation is not the “most 
straightforward reading” of the statute. Slip Op. at 31 (Opinion of Roberts, C.J.). 
Nevertheless, now that the Court has spoken, what remains of section 5000A is a 
tax assessment’ The statute imposes a tax on those who could afford to purchase 
health insurance but who choose to go without iti it is a tax hike designed to push 
people into buying insurance, rather than a direct legal mandate. See id. at 32 
(“Under [the Government’s alternative taxing power] theory, the mandate is not a 
legal command to buy insurance. Rather, it makes going without insurance just 
another thing the Government taxes, like buying gasoline or earning income.”). 

It is fair to ask how this ruling may affect the law that Congress enacted, 
and, just as important, how Congress might try to toughen the tax provision in the 



future to preserve the original purposes of the mandate. Now that the statute is 
devoid of any “legal command to buy insurance,” will section 5000A fulfill the func- 
tion it was intended to perform? 1 believe there is significant reason to think it will 
not. 


The Supreme Court was careful to make clear that reliance on the taxing 
power fundamentally changes the nature of the regulatory compulsion that Con- 
gress can bring to bear in section 5000A* 

‘iAjlthougb the breadth of Congress's power to tax is greater than its power 
to regulate commerce, the taxing power does not give Congress the same de- 
gree of control over individual behavior. Once we recognize that Congress 
may regulate a particular decision under the Commerce Clause, the Federal 
Government can bring its full weight to bear. Congress may simply com- 
mand individuals to do as it directs. An individual who disobeys may be sub- 
jected to criminal sanctions. Those sanctions can include not only fines and 
imprisonment, but all the attendant consequences of being branded a crimi- 
nal- deprivation of otherwise protected civil rights, such as the right to bear 
arms or vote in elections^ loss of employment opportunities^ social stigmal 
and severe disabilities in other controversies, such as custody or immigration 
disputes. 

“By contrast, Congress’s authority under the taxing power is limited to 
requiring an individual to pay money into the Federal Ti’easury, no more. If 
a tax is properly paid, the Government has no power to compel or punish in- 
dividuals subject to it. We do not make light of the severe burden that taxa- 
tion — especially taxation motivated by a regulatory purpose — can impose. 

But imposition of a tax nonetheless leaves an individual with a lawful choice 
to do or not do a certain act, so long as he is willing to pay a tax levied on that 
choice.” Slip Op. at 43*44 (Opinion for the Court). 

Back when Congress first enacted the ACA, when the minimum coverage 
provision was understood by everyone to be a legal mandate requiring all Ameri- 
cans to purchase insurance or be in violation of federal law, the Congressional 
Budget Office projected that approximately 3.9 million Americans w'ould opt to pay 
the penalty rather than complying with the minimum coverage requirement. See 
CBO, Payments of Penalties for Being Uninsured Under the Patient Protection and 
Affordable Care ActiK^. 22, 2010), available ath.ttp’IIwww.cho.govIftY)docs/llSxxJ 
docl 1355/lndividual„Mandate_Penalties-04-22.pdf. 
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It is logical to understand that this earlier CBO projection was based in part 
on the assumption that most Americans would naturally feel a strong moral imper- 
ative to comply with the sort of direct legal requirement that the minimum coverage 
provision was originally thought to be, even if that requirement was not initially en- 
forced with criminal sanctions. 

Now that the Supreme Court has announced to the whole world that the min- 
imum coverage provision is, in fact, not a legal mandate, but is only a tax assess- 
ment, it is equally logical to assume that the actual number of individuals who will 
choose to pay the tax rather than purchase insurance will be considerably greater 
than originally projected. 

That result is especially likely given that the amount of the tax assessment 
currently prescribed in the ACxA. will be less than the actual cost of an individual 
health insurance polic}^ for most people subject to the tax. as the Supreme Court 
recognized. iSeeSlip Op. at 35'36 (Opinion of the Court) (“[Fjor most Americans the 
amount due will be far less than the price of insurance, and, by statute, it can never 
be more. It may often be a reasonable financial decision to make the payment ra- 
ther than purchase insurance . . . .’0 (footnote omitted). 

If, as I suggest, the number of individuals who choose to forgo insurance cov- 
erage turns out to be much larger than Congress originally thought was necessary 
to preserve the effectiveness of the ACA’s regulatory scheme, we can expect that a 
future Congress may well ratchet up the amount of the “shared responsibility” tax, 
in an effort to use the tax to compel more Americans into the insurance market. 

The Supreme Court’s cases use a functional test to distinguish taxes from 
penalties, which are fines or other exactions intended as punishment for an unlaw- 
ful act. Slip Op. at 34-37 (Opinion of the Court). See, e.g.. United States v. Reor- 
ganized CFt&I Fabricators of Utah, Inc., 518 U.S. 213, 224 (1996): Bailey v. Drexel 
Furniture Co., 259 U.S. 20, 38 (1922). Although a tax may not be vSO harsh as to be 
punitive, the Constitution nevertheless grants Congress wide latitude in setting the 
amount of a tax, even where the tax is so high that it is obviously designed to coerce 
desired behavior for a regulatory purpose, or even to squelch certain commercial 
conduct altogether. 

Thus, Congress in the past has enacted prohibitively high tax assessments on 
certain activities that Congress wished to eradicate. See United States v. Sanchez, 
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340 U.S. 42, 44*45 (1950) (upholding as a constitutional tax a prohibitively high (in 
1940s dollars) tax assessment of $100 per ounce on the sale of marijuana to unregis- 
tered persons, even though the “severe burden'’ imposed by the tax was obviously 
intended as a definite deterrent)^ Sonzinsky v. United States, 300 U.S. 506, 513 
(1937) (upholding a 1934 law that imposed, among other things, a prohibitively high 
tax of $200 on each transfer of a sawed-off shotgun, clearly designed to stamp out 
all such transfers). 

A future Congress might someday decide to do the same with the “shared re* 
sponsibilit}^” tax, and the constitutional limits of how high Congress could raise the 
tax before it would be treated as punishment are ilhdefined. The result could be a 
tax so high that it effectively coerces all young, healthy individuals to enter the 
market and purchase health insurance against their own economic interests in or- 
der to subsidize the health insurance costs of others, which was Congress’s ultimate 
objective with the individual mandate as originally enacted. 

Furthermore, in addition to raising the amount of the tax itself, Congress has 
a host of coercive tax enforcement mechanisms that it could also introduce to ensure 
greater compliance with the tax requirement. The introduction of these enforce- 
ment mechanisms would, in turn, render the “shared responsibility” tax a more dra- 
conian and thus much less attractive option for people than entering into the mar- 
ket and purchasing insurance. These enforcement mechanisms can include crimi- 
nal prosecution for failing to pay the tax, invasive tax audits by the IRS, and other 
penalties often associated with tax avoidance. 

The Supreme Court made it clear that such harsh enforcement measures 
would be consistent with the constitutional taxing power that the Court held sup- 
ported the “vshared responsibility payment”- 

“Of course, individuals do not have a lawful choice not to pay a tax due, 
and may sometimes face prosecution for failing to do so ... . But that does 
not show that the tax restricts the lawful choice whether to undertake or for- 
go the activity on which the tax is predicated [so as to convert the tax into an 
unconstitutional penalty]. Those subject to the [minimum coverage provi- 
sion] may lawfully forgo health insurance and pay higher taxes, or buy health 
insurance and pay lower taxes. The only thing they may not lawfully do is 
not buy health insurance and not pay the resulting tax.” Slip Op. at 44 n.ll 
(Opinion of the Court). 
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Thank you, Mr. Chairman. That concludes my testimony, and I would be 
happy to answer the Committee’s questions. 


Chairman CAMP. Thank you, Mr. Bradbury. 

Ms. Severino, you are recognized for 5 minutes. 

STATEMENT OF CARRIE SEVERINO, CHIEF COUNSEL, POLICY 

DIRECTOR, JUDICIAL CRISIS NETWORK (WASHINGTON, DC) 

Ms. SEVERINO. Thank you, Chairman Camp, Ranking Member 
Levin, and Members of the Committee. I am honored to testify be- 
fore you today about the issues raised by the new taxing power re- 
cently described by the Supreme Court in NFIB v. Sebelius. 

The Supreme Court’s decision upholding the Patient Protection 
and Affordable Care Act was surprising to Court watchers because 
it upheld the individual mandate based on a theory that no other 
Court had accepted and that the parties themselves gave short 
shrift in briefing and argument: that the mandate operates as a tax 
that individuals may choose to pay in lieu of purchasing health in- 
surance. 

When a case as major as this one is decided on a novel theory 
that has been so minimally argued, there is a risk that the major- 
ity had not fully considered the ramifications of their decision. Un- 
fortunately, the new tax authority described by the Court has im- 
plications that are nearly as pernicious for our constitutional struc- 
ture as the Commerce Clause arguments that got all the attention 
before the decision. 

First, the majority’s interpretation of the taxing power creates a 
previously unheard of form of tax that is triggered by mere inac- 
tivity. 

Taxes are primarily designed to raise revenue and only second- 
arily to influence behavior. With few exceptions, when Congress 
has deployed the taxing power to incentivize behavior, it has al- 
ways been as a carrot and not as a stick. Thus, tax credits and de- 
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ductions are given for such favored activities as raising children, 
purchasing a home, getting an education, or driving a hybrid car. 
And even where the Federal Government has used taxes as a stick 
to change behavior, such as taxing alcohol to reduce consumption, 
people have had to do some act in order for the tax to apply. But 
under the NFIB decision, for the first time Americans will have to 
act in order for the tax not to apply. 

During the pendency of this case, many courts and commentators 
noted the problems of extending a Commerce Clause to allowing 
regulation of inactivity; and under the Constitution’s tax power the 
same distinction holds. 

The Constitution allows taxes on activities, such as the capital 
gains tax, which is triggered when you sell property as a gain. It 
also taxes on inactivity through direct or head taxes, but the Con- 
stitution itself strictly limits direct taxes by requiring that they be 
apportioned among the States. Indeed, the majority opinion clearly 
acknowledges that the mandate affects the States unevenly and 
therefore could not pass constitutional muster as a direct tax. 

Caught in this bind, the Court simply declared that the mandate 
operated as a never-before-seen tax, a tax on inactivity that none- 
theless doesn’t need to be apportioned. This move triggers the most 
damaging consequence of the NFIB decision, a massive expansion 
of the Federal tax power. As a result, we must again consider 
whether the Federal Government can require people to purchase 
broccoli. This time by another means. 

Allowing unrestricted taxes on inactivity will open the door to 
taxes the likes of which this country has never seen. For example, 
rather than leaving it to municipalities to incentivize recycling, the 
Federal Government could tax those who fail to do so. Because pre- 
ventative services are now required to be covered by all health in- 
surance plans without a co-pay. Congress might tax people who 
failed to take advantage of them. 

Legislators could even tax anyone who does not own a gun, citing 
studies that gun ownership reduces crime. And forget tax incen- 
tives for installing solar panels. Congress can now just impose a 
tax on Americans who refuse to buy them. 

Whether any of these proposals are good or bad public policy is 
beside the point. The point is that Congress can now levy any or 
all of these taxes in the wake of the NFIB decision. 

Finally, the new tax regime could dramatically erode democratic 
accountability. 

The great Chief Justice Marshall recognized what the Founders 
were keenly aware of, that an unlimited power to attack involves, 
necessarily, the power to destroy. As such, the Constitution’s allo- 
cation of the taxing power to the House of Representatives was spe- 
cifically designed to maximize the public accountability for this 
most dangerous power. 

It is practically undisputed that the health care law would have 
died in Congress if it were acknowledged by its backers to be a tax 
that hit heavily on the middle class. But in the wake of NFIB Con- 
gress now has the ability to pass massive tax increases of virtually 
any sort without ever having to utter the “T word.” If elected offi- 
cials are allowed to represent one thing to the people — it is a pen- 
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ally — and another to the courts — it is a tax — the democratic ac- 
countability envisioned by our Founders will have been lost. 

But even where Congress is acting with pure intentions, those in- 
tentions may not be respected by the courts, who may rewrite the 
statute in order to save it. That takes the tax power out of the 
branch of government that is most representative and puts it in the 
judicial branch, the one purposely insulated from ever having to 
answer to the American People. 

As we approach the point where there are no judicially enforce- 
able limits on the enumerated powers of Congress, the most impor- 
tant limits on future legislators will be those they are willing to im- 
pose on themselves. 

Thank you. 

[The prepared statement of Ms. Severino follows:] 
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Chairman Camp, Ranking’ member Levin, and members of the Committee. I am 
honored to testify before you today about the issues raised by the new taxing power recently 
described by the Supreme Court in NFIB v. Sebelius. 

The Supreme Court’s decision upholding the Patient Protection and Affordable Care 
Act was surprising to veteran court-watchers because it upheld the individual mandate 
based on a theory that no other court had accepted: that the mandate operated as a tax 
individuals may choose to pay in lieu of purchasing health insurance. That the parties 
themselves spent only a small percentage of their time addressing the tax issue in their 
briefs and at oral argument suggests that they too saw the issue as unlikely to get very far, 
yet it ultimately carried the day by a 5-4 vote. 

When a case as major as this one is decided on a novel theory that has been so 
minimally argued, there is a risk that the majority may not have fully anticipated the 
ramifications of their decision. Unfortunately, the new tax authority described by the 
Court has implications that are nearly as pernicious for our constitutional structure as the 
Commerce Clause arguments that got all the attention before the decision. 

The majority’s interpretation of the taxing po'\^^er is simply unpi-ecedented in that it 
creates a ne'w species of tax with chameleon-like properties. 

Historically taxes and penalties were considered mutually exclusive. Indeed, the 
NFIB decision itself treats them as such, and establishes the mandate as a tax by saying 
that it did not really penalize because the consequences for non-compliance resulted in a 
relativelj'’ low mandatory payment and because there is no requirement that violators know 
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they are doing something wrong. But the Court did. not stop there. /\lthough it said that the 
ma.ndate operated as a tax in. order to avoid being struck down, it also held that it operated 
as a penalty in order to avoid falling under the Tax Injunction Act (which would have 
deprived the Court of the ability to decide the case before 2014). .For the first time, an Act of 
Congre.ss is a tax and not a tax at the same time. 

Additionally, the opinion creates a previously unheard-of form of tax that is 
triggered by mere inactivity. 

Taxes are primarily designed to raise revenue and only secondarily to influence 
behavior. With few exception.s, when Congress has deployed the taxing power to incentivize 
behavior, it has always been as a carrot, not a stick. Thus tax credits and deductions are 
given for such favored activities as raising children, purchasing a home, getting an 
education, hiring those who have been on long-term public assistance, or driving a hybrid 
car. And even where the federal government has used taxes as a stick to change behavior, 
.such as taxing alcohol to reduce consumption, people have had to do some act in order for 
the tax to apply. But under the NF.IB decision, for the first time Anierican.s will have to act 
in order for the tax not to apply. 

During the pendency of the case, many court.s and commentators noted the problems 
of extending the Commerce Clause to allowing regulation of inactivity because the 
extension lacked any limiting principle. The Chief Justice's opinion recognizes thi.s problem 
and notes that for this reason the distinction between activity and inactivity under the 
Commerce Clause has been respected through 200 years of /Vmerican history. 

But even under the Constitution’s broad taxing power the same distinction holds. 
The Constitution allows taxes on activities, such as the capital gains tax. which is triggered 
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when you sell property at a gain. It also allows taxes on inactivity, through “direct” or 
“head” taxe.s. But the Constitution itself strictly limits diret;t taxes by I'equiring that they be 
apportioned among the states. Indeed, the majority opinion clearly acknowledges that the 
mandate affects the states unevenly and could not pass constitutional muster as a direct 
tax. Caught in this bind, the Court simply declared that the mandate operated as a never- 
before-seen tax; a tax on inactivity that doesn’t need to be apportioned. 

This move triggers the moat damaging consequence of the NFIB decision: a massive 
expansion of the federal tax power. AvS a result, we must again consider whether the federal 
government can require people to purchase broccoli, this time by another means. 

Allowing unrestricted taxes on inactivity will open the door to taxes the likes of 
which this country has never seen. For example, since seatbelts and motorcycle helmets 
increase road safety, Congress could simply tax those who refuse to wear them. Because 
“preventative services” are now required to be covtmed by all health insurance plans 
without co-pays, Congress might tax people who fail to take advantage of them. Rather 
than leaving it to municipalities to incentivize recycling, the federal government could tax 
those who fail to do so. Legislators could even tax anyone who does not own a gun, citing 
studies that gun ownership reduces crime. And forget tax inccmtives for installing solar 
panels, (kingress can now just impose a tax on any American who refuses to buy them. 

Whether any of these proposals are good or bad public policy is beside the point. The 
point is that Congress can levy any or all of these taxes in the w'ake of the NFIB decision. 

Another consequence of the decision will likely be an uneven application of the 
taxing power by the lower courts because of the difficulty of administering the NFIB 
decision’s standards. This i.s because the test laid out by the majority opinion for whether a 
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required payment qualifies as a tax or a penalty under the Constitution is vague and 
internally inconsistent. What, for example, would be considered an exaction sufficiently 
high to become more of a penalty than a tax? What if the text of the statute clearly states 
that it is to be interpreted as a penalty and not a tax — does that even matter if the 
Supreme (^ourt can engage in linguistic alchemy to transmute one into the other? 

Finally, this new tax regime could dramatically erode democratic accountability. 

The great Chief Justice Marshall recognized what the founders were keenly aware 
of. that “[ajn unlimited power to tax involves, necessarily, a power to destroy.” McCulloch 
V. Maryland. As such, the Constitution s allocation of the taxing power was specifically 
designed to maximize the public accountability for this most dangerous power. The 
authority to initiate taxes was given to the House to keep it in the most representative and 
immediately accountable house of Congress. Not only are the seats in the House 
distributed proportionally according to population, Memher.s must answer to the electorate 
with great regularity, so that their decisions to raise taxes would be subject to prompt 
review at the next general election. 

It is practically undisputed that the health care law would have died in Congress if 
it were acknowledged by its backers to be a tax that hit heavily on the middle class. But in 
the wake of NFIB, Congress now has the ability to pass massive tax increases of virtually 
any sort w'ithout evei- having to utter the *‘T-word.'’ If elected officials are allowed to 
represent one thing to the people (“it’s a penalty”) and another to the courts (‘‘it’s a tax”), 
the democratic accountability envisioned by the Founders will have been lost. 

But even where Congress acts with pure intentions, those intentions may not be 
respected by the courts, who may rewrite a statute in order to save it. That takes the tax 
power out of the most representative branch and puts it into the judicial branch - the one 
purposely insulated from having to answer to the American people. 

As we approach the point where there are no judicially enforceable limits on the 
enumerated powers of Congress, the most important limits on future legislators will be 
those they are willing to impose on themselves. 


Chairman CAMP. Thank you very much. 
Mr. Casey, you have 5 minutes. 
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STATEMENT OF LEE A. CASEY, PARTNER, BAKER HOSTETLER 
(WASHINGTON, DC) 

Mr. CASEY. Thank you, Mr. Chairman, Ranking Member Levin, 
and Members of the Committee. It is an honor to be here to discuss 
these very important issues this morning. 

In assessing the Supreme Court’s ruling in National Federation 
of Independent Business v. Sebelius, it is important to note that 
the decision has articulated clear limits on both the Commerce 
Clause and the Necessary and Proper Clause, holding that neither 
of these provisions can form the basis of a general police power like 
that enjoyed by the States. In addition, the Court also made clear 
that its decision in South Dakota v. Dole does have teeth. Congress 
cannot use Federal spending as a means to coerce the States into 
adopting or implementing Federal programs. These aspects of the 
decision are enormously significant and positive. 

Nevertheless, in upholding the Affordable Care Act’s individual 
mandate as a tax, the Supreme Court has fashioned a breathtaking 
new power for Congress. The Court held that Congress can tax not 
only property or income or commercial activity but also the mere 
failure to undertake some course of action. 

Congress’ power to lay and collect taxes has, of course, long been 
interpreted broadly. But as is the case with respect to Congress’ ex- 
ercise of its commerce power, it is difficult to identify any precedent 
where a tax has been imposed on the simple failure to buy some 
good or service. Nor is it possible to articulate a neutral judicially 
enforceable limiting principle to keep this power from simply serv- 
ing as the basis for a general Federal police power. 

Nevertheless, the decision having been made, the question be- 
comes what limits the Supreme Court is prepared to enforce on 
Congress’ power to lay and collect taxes. The Court continues to ac- 
knowledge that there are such limits, at least in theory. The Court 
restated its position that a tax which is a mere penalty will not be 
sustained under the taxing power, although it also declined to de- 
cide the precise point at which an exaction becomes so punitive 
that the taxing power does not authorize it. 

As a practical matter, therefore, the real-world viability of these 
limitations remains very much in doubt. This is especially the case 
because the NFIB Court also severely restricted application of an- 
other basic constitutional limitation on the taxing power, the re- 
quirement that direct taxes be apportioned among the States on 
the basis of population. The Court avoided holding the individual 
mandate unconstitutional as an unapportioned direct tax by nar- 
rowing the meaning of direct taxes to capitation or head taxes and 
taxes on real property. 

Moreover, in upholding the mandate as a tax, the Court sug- 
gested that the judiciary is not bound by Congress’ own clear reli- 
ance on the commerce power in enacting that requirement. Here 
the Court relied on the long-standing rule that, in determining 
whether or not a particular exaction is a tax, it will disregard the 
label Congress may have used and view its substance and applica- 
tion. This, of course, is based on the obviously correct premise that 
Congress can neither expand nor contract its enumerated powers 
by simple labeling. 
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Before this case was decided, however, that rule was never ap- 
plied in a manner suggesting that Congress could not choose which 
of its enumerated powers to rely on in enacting legislation or that 
the courts were not bound by that choice once made and clearly ex- 
pressed. 

Arguably, this choice was not clearly expressed in the Affordable 
Care Act. Although it identified the commerce power as support for 
the mandate, the statute admittedly did not specifically disclaim 
reliance on the taxing power. 

In the future, therefore. Congress can put some limitation on the 
taxing power, albeit a self-imposed one, by stating plainly when it 
is and when it is not invoking its power to lay and collect taxes. 
Such a truth-in-legislating requirement would also permit the citi- 
zenry at large to accurately assess responsibility for any particular 
exaction. This will help to preserve the accountability the Constitu- 
tion sought to guarantee by granting Congress limited and enumer- 
ated, rather than general, legislative powers. 

Thank you. 

[The prepared statement of Mr. Casey follows:] 
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Written Statement 
of 

Lee A. Casey 

Before the Committee on Ways and Means 
United States House of Representatives 
July 10, 2012 


Thank you, Mr. Chairman and members of the Committee. 

Let me say at the outset that I am speaking here on my own behalf and not 
on behalf of my law firm, its clients, or any other group with which 1 am 
associated. 

In assessing the Supreme Court’s ruling in National Federation of 
Independent Business, et al, (“NFIB") v. Sebelius, et ai. Nos. 1 1-393, 1 1-398 and 
1 1-400 (June 28, 2012), it is important to note that the decision has articulated 
clear limits on both the Commerce Clause and tire Necessary and Proper Clause, 
holding that neither of these provisions can form the basis of a general federal 
police power like that enjoyed by the States. In addition, the Court also made clear 
that its decision in South Dakota v. Dole, 483 U.S. 203 (1987), does have teeth. 
Congress cannot use federal spending as a means to coerce the States into adopting 
or implementing federal programs, and all of the States now have the choice 
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whether or not to implement the Affordable Care Act’s (“ACA”) Medicaid 
expansion provisions, with only the new federal funding at risk if they choose not 
to participate. These aspects of the decision are enormously significant and 
positive. 

At the same time, in upholding the ACA’s individual mandate as a tax, the 
Supreme Court has fashioned a breathtaking new power for Congress. In 
sustaining the mandate on this ground, it has necessarily held that Congress can 
impose a tax not only on property, or income, or some type of activity, but also on 
the mere failure to undertake some prescribed course of action. This ruling 
suggests that the taxing power may now present the very same potential for 
morphing into a constitutionally forbidden general federal police pow'er as would 
an unlimited power to regulate interstate commerce. 

Congress’s power to lay and collect taxes has, of course, long been 
interpreted broadly. The Supreme Court has made clear that a tax is not invalid 
merely because there is a regulatory, rather than only a fiscal, purpose behind the 
measure. Congress has imposed taxes on an almost unimaginable variety of 
products and transactions - from fishing rods, to bow'S and arrows, to sea voyages. 
That regulation, however, has in the past been directed at encouraging or 
discouraging particular conduct - taxes on wagering and/or winnings, for example. 
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The ACA’s requirement to have and maintain a congressionally prescribed 
level of health insurance benefits for yourself and your family is far more direct. It 
does not encourage the purchase of health insurance by offering some tax benefit - 
such as a credit or exemption from otherwise applicable tax obligations - for those 
who purchase a particular health benefit package. This, for example, is how 
Congress has chosen to encourage home ownership, by offering specific tax 
benefits (in the form of income tax deductions for interest payments) to those who 
obtain mortgages to buy a house. 

Nor does the mandate tax a particular type of conduct or transaction - for 
example, by imposing a lax on the purchase of health care services, with credits or 
deductions available for those who pay for these services through an approved 
health care insurance policy. Rather, the mandate imposes a lax on the status of 
not having that insurance. It is the equivalent not of a tax on gambling or travel, 
but on not gambling or not traveling. 

As is the case with respect to Congress’s exercise of its power to regulate 
interstate commerce, it is difficult to identify any precedent where Congress has 
imposed a tax on the simple /at/n/'e to buy some good or service. And, as was the 
case under the Commerce Power, if Congress ever thought that it could regulate 
conduct through the simple expedient of taxing the failure to make such purchases, 
this extraordinary power would surely have been used before now. 
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Moreover, just as under the Commerce Power, the ability to impose a lax on 
not, for example, taking a boat trip also lacks a neutral, Judicially enforceable 
limiting principle that could or w'ould keep this power from simply sen-ing as the 
basis for a general federal police power. Thus, can Congress impose a tax on 
anyone who does not own an “EV” or electrically-powered vehicle (as opposed to 
providing credits for those that do) so as to reduce green-house gas emissions 
nationwide? Can it impose taxes on those who do not consume a particular quota 
of fruits or vegetables, or dairy products, or cereals, or beef, pork, chicken, sugar, 
or the products of any of the other industries whose representatives populate these 
halls on a daily basis? The Court’s decision in NFIB v. Sebelius suggests that the 
answer to these questions is yes. 

That decision having been made, the question becomes what limits, if any, is 
the Supreme Court now prepared to enforce on Congress’s pow'er to lay and collect 
taxes. Certainly, the Court continues to acknowledge that there are limits to the 
taxing pow'er, at least in theory: “Congress’s ability to use its taxing power to 
influence conduct is not without limits.’’ Slip. Op. at 42. As a practical matter, the 
taxing power remains a relatively blunt regulatory instrument, which the Court 
believes offers some limit to its scope: “Congress’s authority under the taxing 
power is limited to requiring an individual to pay money into the Federal Treasury, 
no more.” Slip Op. at 43. In addition, the Court restated its position that a tax 
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which is a “mere penalty’" will not be sustained under the taxing power, id. (citing 
Department of Revenue of Mont. v. Kurlh Ranch, 511 U.S. 767, 779 (1994)), 
although it also declined to “decide the precise point at which an exaction becomes 
so punitive that the taxing power does not authorize it,” Slip Op. at 43. But, since 
the NFIB Court also noted that “more recently we have declined to closely 
examine the regulatory motive or effect of revenue-raising measures,” Slip. Op. at 
42, the real world viability of these limitations remains very much in doubt. 

The NFIB Court also severely restricted application of the Constitution’s 
other basic limitation on the taxing power - the requirement that “direct” taxes be 
apportioned among the States. U.S. Const. Art. 1, § 9, cl. 4 (“No capitation, or 
other direct, Tax shall be laid unless in Proportion to the Census or Enumeration 
herein before directed to be taken.”). Apportionment means that direct taxes are 
paid in proportion to each Slate’s population. It is a cumbersome process that 
results in the residents of some States paying more, or less, than the residents of 
others. This is why direct taxation has been such a rare phenomenon throughout 
our history. 

The Court avoided holding the individual mandate uneonstitutional as an 

unapportioned, direct tax by narrowing the meaning of “direct” taxes to capitation 

or “head” taxes and taxes on real property - although both the constitutional text 

and the history of the Sixteenth Amendment, which was adopted specifically to 
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give Congress the “power to lay and collect taxes on income, from w-liatever 
source derived, without apportionment among the several States, and without 
regard to any census or enumeration,” U.S. Const, Amend. 16, are inconsistent 
with this conclusion. 

At this time, therefore, judicially enibrceable limitations on Congress’s 
power to lay and collect taxes may be more apparent than real. Indeed, the Court’s 
ruling in NFtB v. Sehelius raises the question whether Congress itself can impose 
practical limits on the taxing power. This is because, in upholding the ACA’s 
individual mandate as a “tax,” the Court suggested that it - rather than Congress ~ 
Vi'as the ultimate judge of which enumerated power Congress was exercising. This 
rule, if actually applied, would not only vastly expand the power to lay and collect 
taxes, but it would take from Congress the ability to determine whether or not it 
actually is imposing taxation. 

The individual mandate was, of course, not enacted as a tax. During the 
legislative process, its sponsors disclaimed any such intent, as did the President in 
signing the bill into law. Moreover, the statutory language setting forth Congress’s 
findings in support of the mandate referred only to Congress’s pow'cr to regulate 
interstate commerce. See Pub. L. No. 111-148, 124 Stat. 242-244, Nevertheless, 
the Court concluded that the ACA’s “requirement that certain individuals pay a 
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financial penalty for not obtaining health insurance may reasonably be 
characterized as a tax,” Slip. Op. at 44. 

In reaehing this result, the Court relied heavily on the longstanding rule that, 
in determining whether or not a particular exaction is a “tax,” the Court will 
disregard the label Congress may have used and ‘■’view[] its substanee and 
application.’” Id. at 34. This, of course, is based on the obviously correct premise 
that Congress can neither expand nor contract its enumerated powers, ineluding the 
power to lay and eolleet taxes, by simple labeling. 

But, the NFIB Court w'ent further, actually suggesting that the .ludiciary is 
not bound by Congress’s own, clear reliance on the Commerce Power in enacting 
the individual mandate. In that regard, the Court stated that the ‘“question of the 
constitutionality of action taken by Congress does not depend on recitals of the 
power whieh it undertakes to exercise.’” Slip. Op. at 39 (quoting IVoods v. Cloyd 
W. Miller. Co., 333 U.S. 138, 144(1948)). 

If tliis were true, of course, then Congress would no longer be master of its 
own legislative processes, and could not itself choose whether and when to 
e.xercise its pow'er to tax, or any other of its enumerated powers. Fortunately, 
neither Woods nor the NFIB Court’s actual mode of analysis requires such a result. 
Woods involved a ehallenge to Title IJ of the Housing and Rent Act of 1947. This 
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law continued certain rent controls originally imposed by Congress during World 
War II. The statute was challenged as beyond Congress’s w'ar powers because it 
was enacted after hostilities had ended (although before a peace treaty was 
ratified). The lower court agreed, and also concluded that - “even if the wai' power 
continues, Congress did not act under it because it did not say so, and only if 
Congress says so, or enacts provisions so implying, can it be held that Congress 
intended to exercise such pow'er.” Woods, 333 U.S. at 140. 

The Supreme Coui't reversed, concluding that the war power did indeed 
support the challenged legislation, and also stating that “[t]he question of the 
constitutionality of action taken by Congress does not depend on recitals of the 
power which it undertakes to exercise.” Id. at 144. However, the Court clearly did 
not mean to suggest by this that Congress cannot choose the power under which it 
acts, or that the .ludiciary is not bound by that decision once made and clearly 
expressed. Indeed, in Woods, the Court went on to examine the statute’s 
legislative history to determine Congress’s intent in this regard, concluding that “it 
is plain from the legislative history that Congress was invoking its war power to 
cope with a current condition of which the war was a direct and immediate cause.” 
Id. (emphasis added). 

This conclusion is also supported by the Court’s methodology in NFIB v. 

Sebelius, if not by its language. Although certainly making clear that “labels” do 
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not matter in constitutional analysis, in upholding the mandate as a tax the Court 
also considered congressional intent. In particular, in explaining why it believed 
the penalty for failure to comply with the individual mandate operated like a tax, 
positing that individuals could simply choose to pay and still be in compliance with 
the law, the Court noted that “Congress did not think it was creating four million 
outlaws.” Slip Op. at 38. It also is true that, although Congress clearly invoked 
the Commerce Power in enacting the mandate, it did not in the text of the statute 
disclaim reliance on the taxing power. 

In the future, therefore. Congress can put some limitation on the taxing 
power - albeit a self-imposed limitation - by staling plainly when it is, and when it 
is not, invoking its power to lay and collect taxes. Had the ACA not merely 
identified the Commerce Power as the source of authority for the individual 
mandate, but also specifically disclaimed reliance on the taxing power, the Court 
would not have been able to claim that this w'as merely a matter of labels. Such a 
“truth-in-legislating” requirement would also permit the citizenry at large to 
accurately assess responsible for any particular e.xactioii. This will help to preserve 
the accountability the Constitution sought to guarantee by granting Congress 
limited and enumerated, rather than general, legislative pow'ers, 

I would be pleased to answer any questions. 
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Chairman CAMP. Thank you, Mr. Casey. 

Mr. Dellinger, you are recognized for 5 minutes. 

STATEMENT OF WALTER DELLINGER, PARTNER, O’MELVENY 
& MYERS LLP (WASHINGTON, DC) 

Mr. DELLINGER. Thank you. Chairman Camp, Ranking Mem- 
ber Levin, and Members of the Committee. 

You have my written statement, so I would like to begin by re- 
sponding to the comments made by this very thoughtful group of 
colleagues I have with me here today. 
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First of all, I want to respond to the notion that this was — the 
provision in question, 5000A, was a heavy tax increase on the mid- 
dle class. I think that is clearly incorrect. As Ranking Member 
Levin noted, this provision only applies to somewhere between 1 
and 2 percent of the public. It is a modest financial incentive that 
is imposed — that is $95 first year and never exceeds 2 and a half 
percent of income. It is imposed only on that very small part of the 
population that chooses to go without insurance and thereby to im- 
pose the risk of the cost of illness or injury on fellow citizens. 

Obviously, it does not apply to anyone who is on Medicare or 
over 65, it doesn’t apply to anyone who has insurance through their 
employment, it doesn’t apply to those who have insurance through 
the Medicaid program, it doesn’t apply to those who have insurance 
through their college, it doesn’t apply to those who have individual 
policies, but only to those who choose not to do so. That is a very 
small percent. And in upholding it the Court said it leaves people 
with a real choice. 

There is no mandate here. You pay a modest financial penalty, 
never to exceed the cost of insurance and never to exceed 2 and a 
half percent if you choose not to have insurance. 

And what role does it play? Think how critical it is to what this 
bill does accomplish. This is legislation which guarantees to 100 
million Americans that they will never have to worry about lifetime 
caps on their insurance. That tells 5 million young people that they 
can stay on their parents’ insurance policy until they are 26 . It 
tells more than 5 million senior citizens that they do not have to 
worry about higher cost of prescription drugs in the donut hole and 
that expands coverage to perhaps as many as 30 million people 
who will be able to see a doctor when they are sick or can go to 
see a doctor when they have a child who is ill. 

Finally, and most critically, it says no one can be turned down 
for health insurance because they have a preexisting condition, 
which could have been asthma, it could have been birth by cesar- 
ean. No one will have to face an extraordinary jump in their pre- 
miums because they have a child born with a birth defect. 

But if you do that, if you guarantee people the right to have in- 
surance when they need it, you have to have an incentive for those 
people to buy insurance before they need to. And that is why the 
Massachusetts model was used here, to give a financial incentive 
through a tax penalty on those who fail to have insurance. 

I think it is completely unremarkable — and I for one at least ex- 
pressed the thought that Chief Justice Roberts might uphold this 
under the tax power — a completely unremarkable application of 
settled precedent about the authority of Congress to exercise its 
power under the clause, giving it the right to raise revenues 
through taxes, excises imposed, and through other revenue devices. 

It was, to me, unremarkable that the Court upheld this. And in- 
deed any other decision, in my view, would have serious implica- 
tions for the self-government of the American People through their 
elected representatives. 

As the Chief Justice noted, the tax power is subject to all the 
constraints of the Bill of Rights. You can’t tax one party or one reli- 
gion more than another. And if you actually have something which 
coerces people into activities that they would choose not to, it is so 
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punitive an amount the Court will police the outer boundaries of 
that. 

But to have the Court second-guess the Congress on whether an 
incentive is too great an incentive I think substitutes the judgment 
of five people who have never been elected for the judgment of the 
elected representatives of the people. 

And for the Court to say we are going to leave to the Congress 
of the United States the determination within these constitutional 
boundaries of how and whether to encourage people or discourage 
people from engaging in activities through the revenue raising pow- 
ers, when they say we are going to defer to the judgment of Con- 
gress, that means we are going have government of the people, by 
the people, and for the people and not government by judiciary. 

[The prepared statement of Mr. Dellinger follows:] 



Committee on Ways & Means 
United States House of Representatives 
Washington, DC 
July 10, 2012 


“The Supreme Court's Ruling on Health Care: Ramifications for the 
Power of Congress to Lay and Collect Taxes" 


Testimony of Walter Dellinger 

In National Federation of Independent Business v. Sebelius (June 28, 2012) (NIFB), 
the United States Supreme Court held that the Affordable Care Act’s financial 
incentive for individuals to maintain health insurance, called the "shared 
responsibility payment," is a valid exercise of Congress's constitutional authority 
under Article I, Section 8, clause 1 of the Constitution. That clause provides that 

Congress shall have Power ... to lay and collect Taxes, Duties, Imposts and 
Excises, to pay the Debts and provide for the common Defence and general 
Welfare of the United States... 

At the outset of its opinion, the Court first concluded that the "shared responsibility 
payment" was not a "tax" within the meaning of the federal statute that bars any 
pre-enforcement suit seeking to restrain collection of “any tax." if the payment were 
a "tax” for this purpose, the Supreme Court would have dismissed the entire law suit 
[except for the Medicaid challenge) as untimely since federal taxes can be 
challenged only after payment is due, not before, The Court concluded, "The 
Affordable Care Act does not require that the penalty for failing to comply with the 
individual mandate be treated as a tax for purposes of the Anti-Injunction Act." 

After rejecting the government's argument that the choice between maintaining 
insurance and making the individual responsibility payment was a valid exercise of 
Congress’s power under the Commerce Clause, the Court proceeded to hold that the 
choice was, however, a valid exercise of Congress's authority to raise revenue. The 
payment is relatively modest: it begins at $95 dollars for the first year and never 
exceeds 2.5% of income. 

It is a paymentthat few will ever make. The Congressional Budget Office (CBO) 
estimates that four million people each year will choose to make the shared 
responsibility payment instead of obtaining coverage. Payments of Penalties for 
Being Uninsured Under the Patient Protection and Affordable Care Act (Revised 
April 30, 2010), at 1. It is thus anticipated that only about 1 percent of the people in 
this country will ever make a payment under the provision. 
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This is not surprising, since the requirement is not applicable to anyone who is over 
65 or on Medicare; it is not applicable to anyone who has insurance through their 
employment; it is not applicable to anyone who has insurance through their school; 
it is not applicable to anyone who has an adequate individual health insurance 
policy or to anyone who is covered on a parent's policy. Therefore nearly 99% of 
the public will never have to make any payment. Those few who will make this 
payment are those who choose not to maintain health insurance and who therefore 
impose the risk of paying for their health care on their fellow citizens. Americans 
who have health insurance coverage are completely unaffected by this requirement. 

The Court noted that the provision is an amendment to the Internal Revenue Code; 
the payment is made to the federal treasury when federal income taxes are paid; 
and it produces at least some revenue for the federal government. "It is of course 
true that the Act describes the payment as a 'penalty/ not a 'tax,'” the Court said. But 
that label “does not determine whether the payment may be viewed as an exercise 
of Congress's taxing power." Quoting from Quill Corp. v. North Dakota (1992), the 
Court stated that "magic words or labels" should not "disable an otherwise 
constitutional levy." 

We have ... held that exactions not labeled taxes nonetheless were authorized 
by Congress's power to tax. In the License Tax Cases (1867), for example, we 
held that federal licenses to sell liquor and lottery tickets-"for which the 
licensee had to pay a fee*-couId be sustained as exercises of the taxing power. 
And in New York v. United States (1992) we upheld as a tax a "surcharge" on 
out-of-state nuclear waste shipments, a portion of which was paid to the 
Federal Treasury. We thus ask whether the shared responsibility payment 
falls witlhn Congress's taxing power, "[djisregarding the designation of the 
exaction, and viewing its substance and application. " United States v. 
Constantine (1935); Quill Corp. v. North Dakota, (1992). 

The Supreme Court's decision upholding this provision of the Affordable Care Act 
was a relatively routine application of settled precedent and breaks no novel 
ground. As the Chief Justice explained, Congress has for well more than a century 
used its revenue raising powers to encourage or discourage behavior, encouraging 
people to put aside funds for their children’s college education, for example, or 
discouraging them from using drugs or alcohol or buying lottery tickets. As the 
Court noted, “Tax incentives already promote, for example, purchasing homes and 
professional education." The fact that an enactment under the taxing power is 
designed to influence behavior thus does not mean that it is unacceptably punitive 
or regulatory in nature. 

Although the power under the tax and spending provisions of the Constitution is 
extensive, it is not unlimited. Congress may not tax exports, and it must "impose 
direct taxes by the rule of apportionment, and indirect taxes by the rule of 
uniformity.” License Tax Cases [1867]. [The Chief justice correctly explained that 
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the Shared Responsibility Payment is not a "direct tax." ) In his opinion, moreover, 
the Chief Justice was careful to note that there are other constitutionally enforceable 
limits on the use of the taxing power. "A few of our cases policed these limits 
aggressively, invalidating punitive exactions obviously designed to regulate 
behavior otherwise regarded at the time as beyond federal authority.” In more 
recent decades, the Chief Justice noted in his opinion, the Court has played a more 
modest role and has "declined to closely examine the regulatory motive or effect of 
revenue-raising measures." The Court stands ready, however, to invalidate any 
measure which “becomes a mere penalty with the characteristics of regulation and 
punishment." 

A few final observations about the public debate over the Supreme Court's decision 
may be in order. First, the decision by five Justices to sustain the provision under 
the tax code should not have come as a complete surprise. The argument justifying 
the payment under Congress's section 8, clause 1 power was advanced by the 
government in every district court and every court of appeals. It was fully 
addressed in the Solicitor General's opening brief and again in his reply brief, as well 
as in at least two major amicus briefs. The Solicitor General devoted the final 
portion of his opening oral argument to this justification and returned to it again at 
the conclusion of his rebuttal time. As this article noted at the time. Chief Justice 
Roberts indicated during the first day of the March argument that he understood 
and appreciated the force of the argument based upon the tax power. 

Secondly, the notion that the Supreme Court discovered some "hidden tax" is 
nonsense. The payment required of those who decline to maintain health insurance 
is set out clearly in the statute. The exact amount of the payment and when and how 
it is to be paid was fully debated and entirely transparent on the face of the law. 

Finally, both Governor Romney and President Obama have been criticized for 
denying that the payment required of those fail to have health insurance constitutes 
a "tax increase." But both Governor Romney and President Obama are correct: 
whether one labels the payment as a penalty or a tax or a tax penalty or a financial 
incentive, it does not make sense to describe it as a "tax increase," let alone a tax 
increase on the middle class. 

As President Obama noted when asked on ABC's This Week [while the legislation 
was before Congress) whether the "mandate" was a tax increase on the middle class, 

... for us to say that you’ve got to take a responsibility to get health insurance 
is absolutely not a tax increase. What it's saying is, is that we're not going to 
have other people carrying your burdens for you anymore than the fact that 
right now everybody in America, just about, has to get auto insurance. 

Nobody considers that a tax increase. 

And as Governor Romney noted of the Massachusetts mandate in his 2009 op ed, 
“we established incentives for those who were uninsured to buy insurance. Using 
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tax penalties, as we did, ... encourages 'free riders' to take responsibility for 
themselves rather than pass their medical costs on to others." 

In my view, both the Governor and the President have been unfairly criticized. A tax 
penalty applicable to only a small few who fail to have insurance and who therefore 
pass the financial risk on to their fellow citizens was not a general tax increase on 
the citizens of either Massachusetts or America. 

The "shared responsibility payment” is merely a Financial incentive for people to 
have adequate health insurance. This Financial incentive goes hand-in-glove with 
the provisions insuring that Americans will be able to obtain health insurance even 
if they have preexisting conditions that previously would have allowed insurance 
companies to reject them. It is a payment that few Americans will ever make or 
even notice. The Supreme Court has sustained it against constitutional challenge, 
and rightly so. 
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Chairman CAMP. Well, thank you, Mr. Dellinger. 

Thank you all for your testimony. 

The Constitution requires that tax measures originate in the 
House of Representatives, and this Committee is the only House 
Committee authorized to consider such measures. At the outset, I 
think it is critical for us to understand what kind of tax is the indi- 
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vidual mandate tax. And the Constitution contemplates only two 
forms of taxation: direct taxes, such as capitation and property 
taxes, which are subject to apportionment requirements, as well as 
income taxes authorized under the 16th amendment, and indirect 
taxes, such as duties imposed and excises. And based on that 
power and the Court’s opinion I would like to ask each one of our 
panel of experts just what kind of tax is this. 

Mr. Bradbury, I will start with you. 

Mr. BRADBURY. Well, before the Supreme Court’s ruling, I 
would have said it is a direct tax. It doesn’t fall into any of the 
other categories we are used to seeing. Even though it is paid on 
an income tax return, it is not an income tax. It is a specified sur- 
charge. The Court said it is not a direct tax. 

I would like to have seen a lot more briefing on that question. 
I think that is a very hard question, at a minimum. 

Chairman CAMP. All right. Ms. Severino. 

Ms. SEVERINO. Yes, the dissent in this case points out that this 
is a difficult constitutional question. 

The first impression, this is a tax that doesn’t look exactly like 
the other direct taxes we have seen. The Chief Justice is correct 
in that point. But it also looks nothing like indirect taxes we have 
seen before. It is clearly not an income tax. It is not an excise. It 
is not a duty. And the question is, is it more is it like a direct tax 
or indirect tax? 

I think, given the fact that it is operating on inactivity, it seems 
much more like a direct tax to me than it does an indirect tax. Un- 
fortunately, the Court I think went on with the dissent called a lick 
and a promise and just said, close enough, it doesn’t look like the 
direct taxes we have seen before; we’ll call it indirect. 

But I think the problem is it doesn’t look like anything we have 
seen before in terms of a tax. So we could use a lot more discussion 
on that question. 

Chairman CAMP. Mr. Casey. 

Mr. CASEY. I agree with that. 

To the extent that this provision ever looked like a tax before the 
Court decided that that is what it was, it was a direct tax that had 
not been apportioned, or at least that is what it looked like. The 
Court has now said it is not a direct tax. That was necessary to 
upholding it. Because, otherwise, the tax would have been invalid 
as not being apportioned. So the Court has told us that it is an in- 
direct tax. 

Chairman CAMP. Mr. Dellinger. 

Mr. DELLINGER. Well, the face of the statute says it is a pen- 
alty enforceable under the Tax Code. The taxing power includes the 
authority to have penalties for failure to pay in a timely fashion. 
There are a range of things that can be done under the tax power. 
In this case, it is measured in part by income. It is on the face of 
an amendment to the Internal Revenue Code. 

It provides that you pay an additional $95 that increases to 2 
and a half percent if you don’t maintain adequate insurance cov- 
erage. That to me seems no different than the fact that your tax 
bill is higher if you engage in the “inactivity” of not putting aside 
funds for your children’s education. 
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It operates no differently than the tax incentives in the law of 
which there are many and of this Committee is well familiar. The 
amount you pay to the government goes up or down depending 
upon a number of matters, like whether you can take deductions 
for a home mortgage. If you simply do nothing, if you don’t get a 
home mortgage, your tax is higher. If you don’t put aside money 
for your children’s education or for your own professional develop- 
ment, you pay a higher amount to the Federal Government. I think 
it is in fact no different from that and unremarkable in that re- 
spect. 

Chairman CAMP. So is it direct or indirect, in your opinion? 

Mr. DELLINGER. Well, it is not a direct tax because the Court — 
the Court has never held anything to be a direct tax for a very good 
reason. This was done to protect the slave States by making sure 
that the property and slaves could not be taxed in a way that was 
disproportionate. And what the Court has held, that direct taxes 
consist of taxes on capitation, that is on every single person like 
a poll tax or taxes on property or the proceeds from property, this 
is none of those. So it does not have to be apportioned. 

Chairman CAMP. It is an indirect tax then, in your opinion? 

Mr. DELLINGER. I am not — the nomenclature battle about 
whether you call this a tax or a tax penalty or a penalty strikes 
me as completely unfruitful. It is like asking whether a Member 
who goes fishing is a Congressman or a fisherman. The law says 
it is a penalty paid under the tax power as part of your income tax. 
It says exactly what it is for on the face the bill and exactly what 
the conditions are and exactly what the amount is. 

Chairman CAMP. Thank you. 

Both the original House version as well as the original Senate Ei- 
nance Committee version of the Democrats’ health care law would 
have allowed the IRS to assess fines, file liens, levies, pursue crimi- 
nal prosecution, and even impose jail time for failure to buy gov- 
ernment-approved health insurance or pay this new tax. These en- 
forcement measures were eventually limited in the Senate version 
of the legislation by the addition of subsection G which prohibits 
the IRS from using these specific tools to enforce the individual 
mandate tax. 

Mr. Bradbury, could a future Congress strip subsection G of the 
individual mandate just as easily as it was put in place? If this 
were done, would the IRS then be empowered to fine individuals 
who do not buy government-approved health insurance, seize prop- 
erty, and even put them in jail if they don’t pay the new individual 
mandate tax? 

Mr. BRADBURY. Yes. If it is a constitutional tax as the Court 
has said. Congress can use all of its enforcement powers. 

Chairman CAMP. And there would be nothing to bind a future 
Congress from removing that subsection if they so chose? 

Mr. BRADBURY. Absolutely not. 

Chairman CAMP. Eollowing the Supreme Court’s ruling, the 
Obama administration and congressional Democrats have argued 
that only 4 million Americans will be forced to pay the individual 
mandate, as if this were somehow a trivial number. But it is actu- 
ally a larger number than this. The Congressional Budget Office 
has predicted that an additional 16 million Americans who would 
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not have otherwise purchased health insurance would do so be- 
cause they are forced to because of the mandate in the law. And 
this figure is quite a bit higher than we have seen from the admin- 
istration. 

This brings the total number of people who are directly affected 
by the individual mandate to about 20 million Americans, which is 
greater than the population of all but two States, California and 
Texas, and I think hardly an insignificant number. 

There are also hundreds of millions of Americans who are indi- 
rectly affected by the mandate. As I recall, there are only a few 
people who are free of the new mandate tax, including illegal 
aliens. 

Mr. Bradbury, aren’t the overwhelming majority of Americans 
subject to the individual mandate one way or another? 

Mr. BRADBURY. Yes, many of us, hundreds of millions, will 
need to check a box on our tax returns certifying that we have had 
the insurance required for each month of the tax year. And that 
covers not just the tax filers but all their spouses and dependents. 
So that affects our economic choices. If we choose to drop the insur- 
ance we currently have, we will subject ourselves to tax. So, poten- 
tially, hundreds of millions of people are subject to the tax. 

And the point I was trying to make is that I think the CBO’s $16 
million figure suggests if there isn’t a legal requirement, a direct 
legal mandate, a lot more people will choose to pay the tax than 
buy insurance, thereby undercutting the purpose for the mandate 
that Congress had in mind and leading I believe to a strong im- 
pulse in Congress to try to raise the level of the tax and the pen- 
alties that apply to enforce it. 

Chairman CAMP. So, as I inquired, not only could the imposition 
of penalties be changed by a future Congress but certainly, since 
it is a tax now, the level of the tax could be changed by a future 
Congress as well, as you point out. 

Mr. BRADBURY. Yes. And the Constitution is very unclear as to 
how high that can go. 

Chairman CAMP. Even under the current law as written, the 
IRS will have certain tools available to it to make sure that there 
is compliance. What would some of those be, for example? 

Mr. BRADBURY. Well, they are limited under the current strate- 
gies — so they cannot use the full panoply of its criminal enforce- 
ment and other powers, but others may know better than I under 
the current law what specific tools IRS can use to encourage pay- 
ment of the tax. 

Chairman CAMP. Is there anyone — Ms. Severino, do you know? 

Mr. DELLINGER. I think, Mr. Chairman, that 

Chairman CAMP [continuing]. Could still audit, right? 

Mr. DELLINGER [continuing). Under present law, I believe the 
only tool that is available is to withhold parts of a refund. 

Chairman CAMP. And certainly auditing a return to make sure 
that you have checked the correct box and that you actually have, 
quote, unquote, government-approved insurance, wouldn’t that be a 
tool that still would be available to the IRS? 

Mr. DELLINGER. Yes. 

Chairman CAMP. Thank you. 

Mr. Levin. 



186 


Mr. DELLINGER. Could I answer your — you asked two very 
good questions: Aren’t those directly affected considerably more 
than the 4 million who will choose to pay the penalty? Isn’t the es- 
timate that an additional 15 million people will purchase insurance 
because of the incentive of this tax penalty and doesn’t that affect 
hundreds of millions? 

I just want to briefly say, to me, I think the theory of the law 
is and what Congress passed is it is a good thing that 15 million 
additional people will obtain health insurance, and that does have 
a very significant effect on the rest of the country because the rest 
of the country has been on the hook for those people’s medical bills. 
And we have a very inefficient system for people who don’t have 
health insurance. They wind up in emergency rooms, and the costs 
get paid in other people’s premiums. 

So it is estimated that other Americans’ insurance premiums will 
go down precisely because there will be 15 million more Americans 
who have health insurance because of the incentives created by 
this law. And the judgment of Congress would say that is a good 
thing, not a bad thing. 

Chairman CAMP. I think the issue there would be at what cost, 
but we are not really getting into that now. 

I yield to Mr. Levin at this point to inquire. 

Mr. LEVIN. Well, thank you for coming. I think all of us have 
a lot of respect for your talents, and I don’t suggest this is why you 
are here. 

I think that it is important that no one be able to scare the 
American people by suggesting the sky is falling or that some wolf 
will be at their door. The law restricts what can be done to imple- 
ment it. There can’t be jail and all of that. And to suggest that 
Congress is going to use this authority to run wild I think sells 
short the abilities and the talents and the judgment of this institu- 
tion. 

We have been wrestling with the issue of health insurance for 
over 70 years — for over 70 years, even longer — and this Congress 
by a majority vote decided to chart a course where more and more 
people would be covered, now 50 million who are not. That was 
with a small D, a democratic decision. We did not spend endless 
hours deciding whether it was the Commerce Clause or the taxing 
authority. We thought we had the authority to respond to the 
needs of the American people. 

So I know you are not here to scare us or scare the American 
people, and I hope you won’t let anybody force you into that posi- 
tion. It is possible, I suppose, to come up with legal theories as to 
what might happen. You know. Social Security, everybody has to 
pay taxes, everybody. There is a small exception I think in terms 
of a religious view. So anybody who works pays taxes. 

And you can talk about this in terms of activity or inactivity. Ev- 
erybody wants to earn a living and wants to work; and if they do, 
they pay FICA taxes. 

And I haven’t gone back and looked at Supreme Court deci- 
sions — how many years ago now — 70, 80 years ago. I am sure there 
was an issue as to whether this institution had the power to say 
to everybody, you work, you pay. And essentially what we have 
said here was, you are all part of a health structure in this coun- 
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try. And if you go — you are going to go at some point in most every 
instance and receive health care. So you should participate, and 
you should not he free riders. 

That is what was said by Mitt Romney in Massachusetts. Mr. 
Neal is shaking his head. He said, no free riders, and you pay a 
penalty if you don’t have insurance under the taxing authority. 
That is what the Supreme Court said. 

So I very much respect your talents, your integrity. I just hope 
this hearing doesn’t turn into essentially saying the sky is falling 
when it isn’t. Essentially what we decided to do is to place some 
kind of a floor under health insurance so that more and more peo- 
ple would receive it and that people would not be penalized because 
of preexisting conditions or because there were caps on how much 
they could receive, et cetera. 

Thank you. 

Chairman CAMP. Thank you. 

Mr. Merger is recognized for 5 minutes. 

Mr. MERGER. Ms. Severino, did President Obama’s Solicitor 
General Verrilli in his briefs and at oral arguments ask the Su- 
preme Court to consider the individual mandate as a tax? 

Ms. SEVERINO. Yes, they have made that argument since the 
district court level. 

Mr. MERGER. So the Obama administration argued before the 
Supreme Court that the individual mandate was a tax. This high- 
lights a concern I have. The President and congressional Democrats 
clearly went out of their way during the legislative debate to hide 
the fact that this is a tax. The President himself said it was “abso- 
lutely not a tax increase.” Next, they asked the Court to consider 
it a tax; and now they are telling the American people it is not a 
tax. What does this do to the system of checks and balances and, 
more broadly, what does this do to government accountability by 
hiding the ball from the American people? 

Ms. SEVERINO. Yes, I agree. Representative Merger. This is 
what I was trying to talk about when I was looking at the account- 
ability problem. We have a system where the tax power has been 
interpreted very broadly by the Supreme Court in part because 
there is a strong democratic check on the tax power. Because no 
one likes to see their Representatives raising their taxes, and so we 
assume the American people will be holding Representatives ac- 
countable. 

This is why the Founders purposely put the taxing power in the 
House of Representatives where individuals represent the people 
proportionately and where everyone is subject to more frequent 
elections. So you have to answer at least every 2 years to the peo- 
ple if you raise taxes. 

That system of accountability only works if we actually can trust 
what our Members of Congress are telling us. If they tell us, we 
are raising taxes, here is what we need to do it, you have listed 
lots of good policy reasons you might want to impose a tax to en- 
force this kind of health care law, that is one thing. But it under- 
mines the accountability of our system to say it is not a tax and 
you are passing it and when the American people are holding their 
people accountable to it and then afterward to say, now it is a tax. 
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Or, as the President is doing, to say it is not stated in Court and 
to go back the next day in the press and say it is not. 

Mr. MERGER. Mr. Bradbury, the President has repeatedly stat- 
ed that he would not raise taxes for individuals earning less than 
$200,000 and married couples earning less than $250,000. How- 
ever, there are more than a dozen tax increases contained in 
Obamacare that would hit the same individuals that the President 
claimed he would protect. 

According to the Congressional Budget Office, roughly 75 percent 
of those expected to pay the individual mandate tax would be indi- 
viduals earning less than $59,000 per year or families of four earn- 
ing less than $120,000 per year. Doesn’t this break the President’s 
pledge? 

Mr. BRADBURY. Well, Congressman Merger, I think I will beg 
off from commenting on the President’s pledge directly. But I will 
say that it is clear that, under the terms of the statute, the shared 
responsibility tax has to be paid by any taxpayer for whom the 
price of the average policy is less than 8 percent of their income; 
and that is a lot of people below the levels that you described. And 
as the CBO said, it is expected that millions of people in those in- 
come categories for their own independent economic decisions will 
choose to pay the tax rather than purchase insurance. So it will 
apply to them. 

And I will say that there are other provisions in the law — taxes 
and other cost increases through the regulations — that are likely to 
cause, as I understand it, employer-sponsored health plans to get 
more expensive. 

And now that there is no direct legal mandate that requires ev- 
eryone to have insurance, additional people may choose to drop 
their employer-sponsored health policies because they are getting 
too expensive and choose to pay this tax instead. So the numbers 
could be greater. And I think that is reflected in the 16 million ad- 
ditional people who can be expected, according to CBO, to drop 
their insurance and pay the tax instead. I have to think that that 
could even be greater. 

Mr. MERGER. Thank you. 

Chairman CAMP. Thank you. 

Mr. Rangel is recognized. 

Mr. RANGEL. Thank you, Mr. Chairman. 

I couldn’t believe I was listening to Mr. Merger complain about 
the President’s or the administration’s ambiguity about the penalty 
tax or both. I have to tell you as one politician to the other I find 
the position we find ourselves in as Democrats a hell of a lot easier 
to deal with than the one Mr. Romney is presenting. But after you 
conclude one way or another whether the administration has made 
up its mind whether it is penalty or tax, I hope you come with me 
and help me figure out where Mr. Romney is on that very same 
question. 

In any event, I think we did make a lot of mistakes as Democrats 
in not really being able to sell the benefits of this program. 

I also believe that inherently people are not excited about help 
that they don’t really need. I think the fact that most all Ameri- 
cans are fortunate enough to have health insurance is a little dif- 
ficult when you are talking about a tax or penalty to get excited 
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about someone who doesn’t have it. But I think the administration 
has not made the case that uninsured people get health care. 

Mr. Dellinger, I wish you could share the fact that, notwith- 
standing the fact that we have 30, 40 million people that don’t 
have health insurance, that it doesn’t mean they are not getting 
health care and that this health care that they get is not free. It 
has to be paid for. And that once we find some way to take this 
burden off of the existing policyholders and other people, it is actu- 
ally a reduction in the cost for almost all Americans. 

Could you make that argument, that this is a reduction in costs 
for the millions of Americans and 98 percent — that only 40 million 
people who are getting free health care will have to pay for this? 
Could you share that view? 

Mr. DELLINGER. Mr. Rangel, you are exactly right. Our present 
health care system is quite dysfunctional, and there is a strong 
conservative case to be made for supporting this kind of health care 
reform. 

Here is what happens with the 30, 40 million Americans or more 
who are uninsured. Eirst of all, they go without care and treatment 
for themselves and their children in many instances. In other in- 
stances, they show up in the emergency room, which is a highly in- 
efficient way to do it. Third, they get health care far too late. It 
is much cheaper to pay for mammograms than it is to deal with 
metastasized breast cancer. And fourth, what happens is the cost 
is shifted to other people, and it is reflected in other Americans’ 
premium. 

That is why if we do succeed in expanding coverage to tens of 
millions of more Americans, then the average premium goes down 
for Americans by a $1,000 or so. So there, it does have that effect 
of making it a more effective system. 

And unlike the single payer plan favored by many Democrats, 
this is the option that gives people an incentive to have private 
health insurance. 

Mr. Levin was correct in reminding us that Social Security was 
challenged very much in the same way in 1937. The challenger 
said if you can set the retirement age at 65, Congress can set it 
at 25. They set a minimum wage of $5 an hour, it could be in- 
creased to a minimum wage of $5,000 an hour, but the court re- 
jected that kind of second guessing and left those decisions to Con- 
gress, as I think it did at the end of the day with this provision. 

Also, Mr. Merger, if I can respond to your very good question 
about whether this is — there is some bait and switch going on. This 
tax or penalty or tax penalty or whatever you want to call it, this 
provision was right on the face of the statute. It says, on April 15, 
as an amendment to the Internal Revenue Code, when you cal- 
culate your Eederal income, if you don’t have insurance, you have 
to pay an additional $95. That goes up. There was never any doubt 
about that. And the Solicitor General made that argument clear. 

But the reason that Governor Romney and President Reagan — 
I am sorry — Governor Romney and President Obama, both were 
said to have increased taxes. Both of them said we didn’t increase 
taxes, because not a single person in Massachusetts or America has 
to pay 1 cent more in taxes if you will just have adequate health 
insurance and not put that cost on others. In that sense, it was not 
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a tax increase in Massachusetts, and it is not an increase in the 
United States. 

Chairman CAMP. Thank you. Time has expired. 

Mr. Johnson is recognized. 

Mr. JOHNSON. Thank you, Mr. Chairman. 

I would like to ask all of you really, have we ever in the history 
of our country had a tax imposed on an individual for failing to en- 
gage in an activity? A simple yes or no. 

Mr. BRADBURY. Not that I know of, no. 

Ms. SEVERINO. I am not aware of any. 

Mr. CASEY. I don’t believe so. 

Mr. DELLINGER. I think the answer is yes, we have in the form 
of higher tax bills, higher tax bills if you don’t engage in certain 
activity like putting money aside for retirement, for college edu- 
cation, for home stuff. I don’t know of any instance where it is not 
done by a tax deduction or a tax incentive, but I don’t think it 
is 

Mr. JOHNSON. Okay. It is not a deduction. As Chief Justice 
John Marshall once said, the power to tax involves the power to de- 
stroy. Doesn’t this ruling in effect destroy the individual freedom 
to abstain from government-mandated activities, say to buy an 
electric vehicle or install energy-efficient windows or eat broccoli? 
Yes or no. Just the first three of you, please. Yes or no, please. 

Mr. CASEY. I think that is correct. 

Ms. SEVERINO. I agree. 

Mr. JOHNSON. Mr. Bradbury, in your testimony, you say, in ad- 
dition to raising the amount of the tax itself. Congress has a host 
of coercive tax enforcement mechanisms that it could also introduce 
to ensure greater compliance with the tax requirement. Would that 
include the IRS seizing American homes and bank accounts? 

Mr. BRADBURY. Yes. 

Mr. JOHNSON. Thank you. 

Mr. Bradbury, I am holding a copy of the handwritten note from 
the chief of staff of the Joint Committee on Taxation, Mr. Barthold, 
and I ask unanimous consent that it be entered into the record. 

Chairman CAMP. Without objection. 

[The information follows: The Honorable Sam Johnson] 
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Mr. JOHNSON. Mr. Barthold wrote in this note to then-Senator 
John Ensign during the Senate Finance Committee markup of the 
health care law in late September 2009 — at the time, the Senate 
bill included the enforcement mechanisms associated with income 
tax. Senator Ensign and some others began asking if Americans 
could be thrown in jail for refusing to purchase health insurance. 

Dear Senator Ensign, Section 7203 of the Code provides that if 
there is a wilful failure to file, pay, maintain, appropriate records 
and the like, that the taxpayer may be charged with a mis- 
demeanor with a penalty of up to $25,000 and not more than 1 
year in jail. Felony tax evasion provides for restitution and a fine 
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up to $100,000 for an individual and up to 5 years in jail. Sin- 
cerely, Thomas Barthold. 

The enforcement mechanisms mentioned by Mr. Barthold that 
could be used against individuals who refuse to purchase health in- 
surance were later removed from the bill, but given that they are 
in fact mechanisms to enforce a tax, not a penalty, the ruling of 
the court allows these to be put back in if Congress chooses to do 
so. 

Mr. Bradbury, would you comment on that? 

Mr. BRADBtJRY. As you indicate. Congressman, it would require 
an amendment in the statute. But given Congress’ broad authority 
to enforce constitutional taxes, a future Congress could amend the 
statute to include those kinds of enforcement mechanisms. 

Mr. JOHNSON. So the bottom line is that a future Congress can 
change the law to send Americans who fail to buy insurance to jail, 
true or false? 

Mr. BRADBURY. Who fail to buy insurance and fail to pay the 
tax. They can set the tax very high to try to force them to buy the 
insurance, but if they choose not to buy the insurance and fail to 
pay the tax. Congress could add criminal enforcement mechanisms 
to the statute for those who attempt to avoid paying the tax. 

Mr. JOHNSON. Thank you, sir. 

I yield back. 

Chairman CAMP. Thank you. 

Mr. Stark is recognized. 

Mr. STARK. Thank you, Mr. Chairman, and I thank the wit- 
nesses for their participation. 

I just wanted to check with Ms. Severino, I think in the past, 
once or twice you have indicated that the only recourse that you 
would have here is, if you didn’t like this program, would be to 
move to another country, and I wonder if you know of any other 
country that you could move to that did not have universal health 
coverage paid by the taxpayers. 

Ms. SEVERINO. I certainly don’t think that the United States 
is the only country in the world that does not have that. 

Mr. STARK. If you could find one, I would probably take up a 
collection to get you a one-way ticket there. But I would be inter- 
ested in knowing where that might be. 

Mr. Chairman, I would like to yield the balance of my time to 
Mr. Doggett. 

Mr. DOGGETT. Ms. Severino, do you have health insurance 
yourself? 

Ms. SEVERINO. Yes, I do. 

Mr. DOGGETT. And Mr. Casey, are you covered by a group 
health insurance policy. 

Mr. CASEY. I am sorry by? 

Mr. DOGGETT. By a group health insurance policy? 

Mr. CASEY. Yes, I am. 

Mr. DOGGETT. And Mr. Bradbury, are you also covered by 
group health insurance? 

Mr. BRADBURY. Yes, sir. 

Mr. DOGGETT. I would like to put a chart up and ask Mr. 
Dellinger, are you covered by health insurance, sir? 
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Mr. DELLINGER. Mr. Doggett, I am eligible for Medicare, thank 
you. I think I was 

Mr. DOGGETT. I am impressed by that as I am by all of your 
testimony, and you really made the point of this chart. But I want- 
ed to demonstrate it graphically because all three of the experts 
who have offered insight this morning that were summoned here 
at the request of our Republican colleagues are in the same situa- 
tion as 98.8 percent of the American people in that they will not 
have to pay the tax of which they complain. 

And you have just pointed out again a really big segment of our 
population, Mr. Dellinger, who, like yourself, there is not a single 
person who is on Medicare or about to come on Medicare by the 
time that this act becomes fully effective who would be subject to 
this tax, right. 

Mr. DELLINGER. That is correct. 

Mr. DOGGETT. And anyone who is covered by a group health in- 
surance policy, whether public or private employer, they won’t be 
affected by this tax. 

Mr. DELLINGER. I have always been struck by the notion that 
this relatively modest incentive to have insurance coverage was 
seen as the sort of end of liberty as we know it. If you go to work 
in the economy and you earn $18,000 a year and are subject to 
Eederal income taxes and EICA taxes, you are told you have to pay 
7.5 percent for Social Security for your old-age sustenance. You are 
told you have another percentage to pay for Medicare for your 
health care after age 65, and if you don’t have insurance coverage, 
you are going to have to pay up to 2.5 percent as an additional sum 
to be paid. Why would anybody look at that and say, well, the 7.5 
percent for Social Security is fine, the percentage for Medicare is 
fine, but this last percentage I would have to pay is the end of lib- 
erty as we know it. And I would have to move to another country. 

I welcome your presence, let me say for myself, in the United 
States, and I hope that you remain engaged in these debates. 

Mr. DOGGETT. Well, Mr. Dellinger, your point is so significant, 
and you have made it previously that while the names may have 
changed on the groups, this same crowd, the same thinking that 
opposed Social Security, that opposed Medicare, is the same crowd 
that is out there opposing the Affordable Health Care Act, even 
though less than 2 percent of the American people would be di- 
rectly affected by what Justice Roberts, President Bush’s appointee 
to the Supreme Court, said was a tax rather than a penalty. 

Now, with reference to that tax, I understand Mr. Bradbury’s 
testimony to be that even for the less than 2 percent of the people 
that are covered, the tax is so low, so modest, that Congress may 
choose to raise it in the future. Is it overall — it is I believe in the 
first year, your testimony, $95 is the total amount of the tax if you 
are among the 2 percent who choose not to buy insurance, even 
though you have the capacity to afford it and prefer to shift your 
health care costs to somebody else? 

Mr. DELLINGER. That is — that is correct. 

Mr. DOGGETT. And with reference to the estimate, of course, of 
1.2 percent, that was done by the independent Congressional Budg- 
et Office on the final bill as it became law after it passed the Sen- 
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ate. So perhaps it goes up or goes down a little bit. It is only an 
estimate, but is a very small number of people that are affected. 

And I yield back. 

Chairman CAMP. Thank you. 

Mr. Ryan is recognized. 

All right. 

Mr. Tiberi is recognized. 

Mr. TIBERI. Thank you, Mr. Chairman. 

Let us follow up on Mr. Doggett’s point about the 2 percent. 

Ms. Severino, let’s set the record straight. I wasn’t going to go 
there, but let’s go there. Two percent, that is just a guess. Because 
tomorrow when this — or next year, when this goes into effect, your 
employer could be determined not to be in compliance by some Fed- 
eral bureaucrat with the insurance coverage that your employer is 
giving you, and thus, a married couple who has insurance today 
could end up being forced to pay this tax penalty because they 
don’t comply, their insurance doesn’t comply, with what the Fed- 
eral Government determines is appropriate; isn’t that correct? 

Ms. SEVERINO. Yes, and actually, given some of the religious 
freedom concerns that are involved in the mandatory coverage as 
well, we may be facing that situation 

Mr. TIBERI. So this is potentially much bigger, depending on 
what the Federal Government determines what is an appropriate 
level of coverage; not just this 2 percent, could apply to people who 
have insurance today and are happy with that insurance. 

Ms. SEVERINO. That is correct. 

Mr. TIBERI. Mr. Dellinger, I have got to go there, too. 

Let’s just assume that I have a gas-guzzling SUV and you have 
an electric-powered wonderful automobile, and a future Congress 
determines, you know what, I am a bad guy because I am contrib- 
uting to a very poor environment with my gas-guzzling SUV, and 
society is paying for that, while you, I determine as a future Con- 
gress, are complying and are paying for my sin. 

Couldn’t I, as a Congress, under this provision — I would love to 
hear what others have to say — say, you know what, we are going 
to penalize Mr. Tiberi for driving a gas-guzzling SUV. And we are 
going to install a penalty of — we will make it low at first, $10,000, 
to buy an SUV. Isn’t that true under this proposal, under this rul- 
ing? 

Mr. DELLINGER. Sure. 

Mr. TIBERI. Sure? 

Mr. DELLINGER. Well, not under this ruling. 

Mr. TIBERI. No, under the Chief Justice’s ruling. 

Mr. DELLINGER. I understand that. But it is true that that is 
correct under the Chief Justice’s ruling. 

Mr. TIBERI. Thank you. 

Mr. DELLINGER. But it would have also been correct before the 
Chief Justice’s ruling. 

Mr. TIBERI. I would like. 

Mr. DELLINGER. If I may answer the question. Congress may 
make my tax bill 

Mr. TIBERI. He answered it. He answered it. I only have a lim- 
ited amount of time. 

Chairman CAMP. Mr. Tiberi has the time. 
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Mr. TIBERI. I would like the other three to comment as well. 
Yes or no answers. 

Mr. CASEY. Ah, yes. 

Ms. SEVERING. Yes they do. 

Mr. BRADBURY. Yes. 

Mr. TIBERI. Mr. Levin mentioned earlier about Social Security, 
and we are all forced to pay Social Security, and that is not true. 
There are police officers, firefighters, city workers, township trust- 
ees, township workers. State workers, library workers, public uni- 
versity workers, bus drivers in Ohio that do not pay into Social Se- 
curity. They pay into a public employee retirement system. 

Mr. LEVIN. Because they have an alternative system. They have 
to pay into a system. 

Mr. JOHNSON. Order. 

Chairman CAMP. Mr. Tiberi has the time. 

Mr. TIBERI. Mr. Levin, I was just saying, you said all Americans 
pay into Social Security. The State of Ohio has a different system, 
and it just came to me as he was saying that, and I don’t know, 
Mr. Bradbury, if you are familiar with that system or not in Ohio, 
maybe Mr. Casey is, since he works for an Ohio law firm, would 
this, Mr. Casey, have, would it, would it make it easier for us on 
the Ways and Means Committee to compel those I would argue or 
have the ability to do it, but would this make it easier under the 
Chief Justice’s ruling to allow for us to force those people who are 
now outside of Social Security to be put into Social Security? 

Mr. CASEY. Well, I think it certainly, you could certainly con- 
ceive of circumstances where that could happen but the fact is, the 
way the Chief Justice read the law suggests that if Congress want- 
ed to achieve something like that and didn’t really necessarily want 
to have it obvious that that was going on, that indeed you could 
do that and the courts would indeed uphold it. 

Mr. TIBERI. Mr. Bradbury, under this ruling, the IRS obviously 
is going to be tasked with the charge of making sure we all comply 
as Americans to this ruling. They clearly don’t have the ability to 
offer civil penalties today. They can only do it, as Mr. Dellinger 
said, through a refund. How likely is it that a future Congress 
under this ruling could impose criminal penalties through the IRS, 
further auditing abilities or other impositions through the Internal 
Revenue Code? 

Mr. BRADBURY. Well, it would simply take a majority of Con- 
gress to do that, and the point of my testimony was the original 
CBO estimates of how many will choose to pay the tax I think are 
now off kilter, given the court’s ruling that there isn’t in fact a di- 
rect mandate, and that I think it is logical to assume that more 
people under the current low level of tax assessment in the law will 
choose, will make a rational economic decision not to purchase in- 
surance and instead to pay the tax. 

Chairman CAMP. Time has expired. 

Mr. McDermott is recognized. 

Mr. MCDERMOTT. Thank you, Mr. Chairman. 

Mr. Dellinger, I think this is sort of an interesting hearing be- 
cause it is the first time I have ever heard the Republican Party 
argue for irresponsibility and flagrant throwing irresponsibility off 
on somebody else. The party of individual responsibility is saying 
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here that people should not he forced, even though we know they 
are going to get sick, they should not he forced, and they should 
he allowed to do whatever they want. 

Have you ever heard before that argument made in any case? 
And I would like you to answer Mr. Tiberi, he cut you off because 
I think we have, we had that power before the Chief Justice made 
the ruling. So please. 

Mr. DELLINGER. Right, I think with all due respect to Mr. 
Tiberi’s question is a good one. Does Congress have the power to 
create incentives through its tax against spending power favoring 
one kind of automobile over the other? The answer is, of course, 
they have always had that power. Whether they do it in forms of 
a tax credit for people who buy one kind of vehicle or a tax penalty 
on those who don’t; economists will tell you there is no difference. 
And the government has weighed in heavily both the Federal Gov- 
ernment and the States by taxing gasoline, by taxing cigarettes. 

We have always, the Supreme Court, as I said, even in 1903, 
upheld a higher tax on yellow oleo margarine. Those are decisions 
entrusted to the Congress, and we may disagree with those. And 
the question of whether Congress may use its powers to enforce the 
revenue laws in various ways in the future is, of course, a matter 
generally entrusted to Congress within the outer boundaries. What 
surprises me even more than the argument that it is a good thing 
that people not have insurance knowing that other people have to 
pay their, their medical costs, what is even more surprising is the 
undertone of the hearing that we should, that Members of Con- 
gress want the court to engage in a much more active second 
guessing of what Congress does with respect to this in the future. 

Of course, the answer to these questions is Congress could, if 
Congress can set a minimum wage of $5 an hour, it can set a min- 
imum wage of $5,000 an hour. The courts will police the outer 
boundaries of that, but the idea that you should expect or want the 
courts to get involved in second guessing the intricacies of the leg- 
islation and the incentive system, it does surprise me to hear so 
much of that coming from the branch that is actually entrusted 
under the Constitution with principal responsibilities for making 
th. 0 S 6 decisions 

Mr. MCDERMOTT. Do you, the charge that the President said, 
I will never raise taxes, and could you talk a little bit about that? 
Because I, it is a pretty serious charge. The President said we are 
not going to raise taxes, and now he has gone out and done it. They 
never argued it in the court; they slipped it by. It was kind of like 
a slider or a screwball in the court. 

Mr. DELLINGER. As I said, it was on the face of the statute ex- 
actly who has to pay what and when, as noted very effectively, a 
very small portion of the population will ever have to pay it. 

The President was asked whether it was a tax increase, just as 
Governor Romney was asked whether it was a tax increase in Mas- 
sachusetts when he had a similar penalty for people who didn’t 
have coverage. I think both of them are getting a bum rap, both 
Governor Romney and President Obama. Because what they are 
really saying is, this is like the requirement that you have auto- 
mobile insurance if you drive a car. No one says that when you add 
that it is a tax increase on the middle class or anybody else. It is 
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expected that Americans will have, will choose to have insurance 
coverage or pay a modest penalty, and I think to characterize that 
as a sort of particularly a tax increase on the middle class is, is 
unfair hoth to Governor Romney and to President Obama, each of 
whom solved this. 

And in Massachusetts, it has been successful. It is a very effec- 
tive way to expand coverage so that we have a much more rational 
system for paying for health care, one in which people take respon- 
sibility for their own, paying their own health care bills through 
their own insurance. 

Mr. MCDERMOTT. Does this have anything, any ramification 
for State legislatures? I was just thinking as I got in my car this 
morning and I put on my seatbelt. I was avoiding a tax. A cop 
caught me down at the corner without my seatbelt on it is $125. 

Mr. DELLINGER. States have the same authority in this tax 
realm as Congress does, and we have trusted to the elected rep- 
resentatives at the State level to make these judgements as well. 

Chairman CAMP. All right. Time has expired. 

You did pose a question to the panel, Mr. Dellinger, that I feel 
compelled to answer. I do think it is a real concern of this Com- 
mittee when we see the Congress assuming Federal police power 
either under the Commerce Clause or under the taxing power. That 
is why we do believe there should have been court review of this, 
and you had sort of inquired in a puzzled sort of way why is the 
Committee or why are we now suggesting this. 

But I will yield now to Mr. Ryan for 5 minutes. 

Mr. RYAN. Ms. Severino, I am looking at your testimony, and 
the Anti-Injunction Act is what I want to kind of get into here. 

So the court did not use the labels used in the legislation on con- 
stitutionality, but they did use the labels in the legislation for the 
Anti-Injunction Act. Help me reconcile this. 

Ms. SEVERINO. Well, it is true that for a law like the Anti-In- 
junction Act Congress can define the word “tax” to mean what it 
wants. It can define the word “penalty” to mean what it wants in 
that context. That is true. And what Chief Justice Roberts says, 
correctly, is that is a Constitutional matter; we can’t just say Con- 
gress can call anything whatever they want and then we will treat 
it as that. That will just be ceding the authority of Congress to de- 
fine its own powers, which I am puzzled to hear Mr. Dellinger sug- 
gesting that we perhaps should do; just defer to Congress on what 
it is allowed to do. No, we need someone other than the foxes 
guarding the henhouse, and that is what the court is there for. 

The curious thing here is that we found something for both con- 
stitutional purposes that it was a penalty in the analysis in the 
Commerce Clause, for example, and that it was functioning as a 
tax for constitutional purposes. So that is a new beast. We would — 
normally taxes and penalties are seen as opposed things and the 
Chief Justice’s opinion recognizes that. 

Mr. RYAN. That is what I am trying to get at. So we have this 
body of rulings of precedents where we have had all of these delin- 
eations between what are penalties and what are taxes. We have 
a rich history of that. This is a new bridge that has been built, cor- 
rect, on the definition with respect to core precedents with respect 
to differences between taxes and penalties? 
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Ms. SEVERING. Yes, there have been cases where the court it 
seemed to try and slip in a penalty as a tax, but the court said, 
no, no, no, no. Congress can’t do that, but it is a unique case to 
say this is actually a penalty and it is a tax for constitutional pur- 
poses. 

Mr. RYAN. Right. So that is new territory so now that this is 
within the taxing power and we seem to be testing limits here and 
we don’t really know where they are, you know from a behavioral 
economic standpoint and the drafters of this bill really believe in 
behavioral economics by virtue of the way they designed this bill, 
if this is now to be seen as just an option or a tax, not sort of a 
social stigma of breaking the law, you are obviously just going to 
make a rational economic decision. You will pay the $695 instead 
of the more expensive premiums. 

Now, what that means to us — and I think the drafters probably 
saw this. And in the Senate Einance Committee, they had an 
amendment to lower those penalties because those penalties were 
originally set at areas where actuaries said were necessary to pre- 
vent what they called death spiralling, would prevent only sick peo- 
ple going into the insurance markets and the insurance subsidies 
and the healthy people staying out of it because it is a cheaper 
thing to do. So they had penalties set at such high levels. 

Well, that is bad politics. So an amendment came in the Senate 
Einance Committee to lower that penalty to where it is now. Now 
that it is not even a social stigma, it is just some optional choice, 
we can’t help but conclude this pool will get filled with sick people. 
Rates will go up, and therefore, the subsidies will go up from that, 
an we believe CBO will probably take a look at that. 

What that means for us here is we will have a choice: Do we just 
keep absorbing these much higher Federal outlays for these higher- 
priced subsidies because they are a sicker profile of people, or do 
we raise the penalty to try and prevent that and bring in more rev- 
enue? That is the choice that this Congress if this law stays in 
place will be faced with. 

Let me get your take on it, Mr. Bradbury. I see you shaking your 
head on this. Does this not, in your view, change the feel and look 
of this law as more of just an option than an actual penalty or vio- 
lation of the law? 

Mr. BRADBURY. I agree with you entirely. Congressman. I was 
nodding. That was the point I was trying to make. The Supreme 
Court has now made it clear to the whole world that it is not a di- 
rect legal mandate. There is no moral imperative to comply. It is 
totally optional. It is just a pure economic decision, and look, the 
rate of the tax assessment was set, as you suggest, at a purposely 
very low level. So, as for most people, the cost of insurance is going 
to be well higher than this tax penalty. They will make a rational 
decision not to purchase insurance and instead to pay the penalty. 
And under the guaranteed issue and community rating regulations 
of the law, as Congress recognized, the law itself creates a very 
strong incentive for people to defer getting insurance and not to get 
insurance until they are actually sick, and they need it. 

And so you combine those factors together, and you see that the 
1.2 percent could be much higher, and that was the point I was try- 
ing to make. And I would say there is a very big difference between 
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this what the court has now said what the Federal law is and the 
Massachusetts law, where, of course, with the police power in Mas- 
sachusetts, the legal mandate is a real legal mandate, and the tax 
penalty is a penalty, an enforcement provision to a moral impera- 
tive, a legal, a legal mandate. So that is because of the police power 
nature of the State authority versus the Federal Government. 

Mr. RYAN. Thank you. 

Chairman CAMP. Thank you. 

Mr. Doggett is recognized. 

Mr. DOGGETT. Thank you, Mr. Chairman. 

You will recall, Mr. Dellinger, the famous writing of Supreme 
Court Justice Louis Brandeis in his dissent in the New Ice case 
back in 1932. We hear it referred to often paraphrased about the 
States being a laboratory of democracy. He referred in his writing 
to one courageous State. Indeed, in the instant situation, don’t we 
have one courageous State, that being Massachusetts, that was the 
laboratory for democracy, after which the Affordable Care Act was 
modeled with reference to individual responsibility? 

Mr. DELLINGER. It is, and the Massachusetts experience is in- 
structive in another way as well. 

Mr. Doggett, if I may, because Mr. Ryan’s questions to Mr. 
Bradbury raise the point that Mr. Bradbury’s testimony that I ac- 
tually think is a point that is well taken. What Mr. Bradbury says, 
and I think what Congressman Ryan was following up on, is that 
there may be fewer people who will sign up for insurance once the 
Supreme Court has said that the provision saying that every indi- 
vidual shall have coverage is not constitutionally enforceable; it is 
a legal obligation. So that people will then be looking at the tax 
penalty, and they will perhaps as rational economic actors be 
weighing the cost and benefits. I think that is a good point. 

We don’t know to what extent fewer people will get coverage be- 
cause they are told that the, that the exhortation sentence is no 
longer possible. But in Massachusetts, they did something very ef- 
fective. They had a very effective campaign under Governor Rom- 
ney’s administration to persuade people that they should sign up 
for health insurance, that it was the right thing to do. They had 
members of the Boston Red Sox and lots of other people in Massa- 
chusetts saying, I signed up, I signed up, I have got it. And mem- 
bers of the Boston Red Sox said, everybody should have health in- 
surance, so that, you know, I think if we would try to be more posi- 
tive about this and tell people yeah, you could make a rational eco- 
nomic decision, that you are better off paying the penalty than you 
are getting health insurance, but, a, you know you wouldn’t have 
health insurance, you get less effective treatment if you do it, and 
when you do get treatment and if you are hit by a bus, other tax- 
payers are going to have to, and other patients are going to have 
to pay for your health care costs. So, yeah, if you want to do that, 
you can do that. You can make a rationale decision. It basically 
makes other people the insurers of your medical care. 

But I think we ought to be telling those people, look, everybody, 
this whole system will work better if everybody should get coverage 
who can afford it. There are hardship exemptions for those who 
can’t. Those people ought to get coverage, and there is no reason 
to — and that makes it work, that is what makes it work to tell in- 
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surance companies they can’t turn down people because of pre-ex- 
isting conditions. 

Mr. DOGGETT. I couldn’t agree with you more. And when people 
stop hearing that the sky is falling and realize the immense bene- 
fits of this, perhaps we will have the same experience with this tax 
that in fact this laboratory of democracy in Massachusetts has had, 
where as I understand it, less than 1 percent of the people have 
actually been faced with paying any kind of tax or penalty because 
most have been responsible in the very positive, optimistic way 
that you have viewed it. And the Massachusetts Affordable Care 
Act has also been or the Massachusetts law has been the model for 
the Affordable Care Act enforcement mechanism also; has it not? 

Mr. DELLINGER. That is correct. 

Mr. DOGGETT. I yield 1 minute to Mr. Blumenauer. 

Mr. BLUMENAUER. Thank you, Mr. Doggett. 

I just wanted to follow up on my friend, Mr. Tiberi’s point about, 
well, couldn’t Congress impose a gas guzzler tax. Well, actually, the 
Congress has already imposed a gas guzzler tax. And when you 
contrast that with our treatment of electric vehicles, which pays no 
Eederal gasoline tax, and in addition gets a tax credit, there is a 
massive support that this Congress and the previous administra- 
tions, Republican and Democratic alike, have done. So it is a very 
significant adjustment. And if you compare what some poor sole 
who is driving a 12-mile-per-gallon beater, because that is all he 
or she can afford, versus how they are treated with subsidies for 
electric vehicles, it pales in comparison to this modest penalty that 
we are talking about here. 

I appreciate the gentleman’s courtesy for permitting me to make 
that point. We already do it, which you were trying to say to Mr. 
Tiberi. 

Chairman CAMP. Thank you. 

I think the difference is, Mr. Blumenauer, that if you buy a gas 
guzzler, you pay a tax, and what this would say under this ruling 
is, unless you buy a low-mileage vehicle, you will pay a tax, which 
is a different, different approach to this taxing issue. 

But Mr. Davis is recognized for 5 minutes. 

Mr. DAVIS. Thank you, Mr. Chairman. I would like to follow-up 
on that point as someone who has driven an E-250 Eord pickup 
truck for the last 15 years, and there is no electric car that can 
haul or carry the things that I carry in my vehicle in Kentucky in 
the heartland. 

One perspective I would like to explore comes back to this issue 
with the policing power and the role of the Eederal Government. 
Chief Justice Roberts’ opinion noted that the enumerated powers to 
tax and regulate interstate commerce, quote, must be read care- 
fully to avoid creating a general Eederal authority akin to the po- 
lice power. This issue of taxing inactivity, to Chairman Camp and 
Chairman Tiberi’s point, is of great concern to me because of the 
issues that are raised on a much broader perspective and from our 
Eederal system. And it also echoes the goals of the Eounding Ea- 
thers, who during the early debate over the Constitution’s meaning 
sought to limit, quote, “the power of levying taxes,” closed quote, 
from becoming, quote, “a distinct power,” closed quote, rather than 
one limited by other powers in the words of Roger Sherman. 
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The author of the Constitution, James Madison, echoed the same 
point that the taxing power was limited to the enumerated powers 
described in the rest of Article I, Section 8. There has been a lot 
of discussion among legal scholars since the Supreme Court’s rul- 
ing as to whether this limitation stands and the degree to which 
there is any limitation on the taxing power. 

I would like to invite the witnesses to provide their thoughts on 
this matter, but before going into that, since there has b^een so 
much talk about the automotive industry and the purchase of cars, 
you know, we saw a very interesting overturning of 100 years of 
commercial law with preferred creditors with the Chrysler and 
General Motors bailouts. I happen to live in a State where Ford 
and Toyota did not participate in that and have come out on the 
side of this very successfully. 

The bigger question here is, couldn’t we in fact impose a penalty 
under these powers that would mandate the purchase of certain ve- 
hicles to benefit constituencies that help the executive branch, help 
a particular political party, can drive the economic debate in a way 
that removes the freedom of choice of the American people with 
these compulsions through increased or punitive taxation or what 
in effect is a form of police power. 

But I would like to have you comment if you would on what this 
means to the future of jurisprudence. I see this as a great hinge 
and turning point and what the Constitution is going to mean in 
the next 100 years. Mr. Casey? 

Mr. CASEY. Yeah. I think you raised very important issues. And 
I think it is important to make clear that the reason this decision 
is scary has nothing to do with health care. It has nothing to do 
with the amount of tax that people may or may not pay. The fact 
of the matter is this law was not passed as a tax; on the face of 
the law, it is not a tax. It does not use the language of tax. Con- 
gress, God knows, knows how to raise a tax when it wants to. 
There is a page and a half of findings in the law referencing the 
Commerce Clause. 

In order to uphold the law because the court agreed that passing 
this under the Commerce Clause would indeed involve the creation 
of Federal police power, which is impermissible, the court rewrote 
the law to create a tax, and that is what is so scary, first of all, 
because that is not what Congress meant to do, and second of all, 
because in doing so, it suggested that the kinds of taxes Congress 
can pass are far broader than we ever thought before. 

Mr. DAVIS. Ms. Severino, you made a comment about alluding 
to religious discrimination. I think of the Catholic health care sys- 
tem right now under these powers as being compelled to support 
practices that fly in the face of the biblical principles that they 
choose to uphold under their First amendment rights. Would you 
care to comment on this issue? 

Ms. SEVERINO. Certainly. I think it is just another category of 
people and organizations that may be forced into paying these 
taxes and not just having their employees paying the individual 
mandate penalty perhaps but also the employer penalties because 
of a heretofore unseen expansion into religious freedom. Even the 
Clinton health care bill had an exemption for religious freedom far 
broader than the very cramped narrow reading of the exemptions 
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we see in the current law. And it is unfortunate to see that implica- 
tion. 

And if I can comment one other point on the Federal versus the 
State powers, we are not just sitting here talking about wolves at 
the door, as Ranking Member Levin called it, because our concern 
is that, not to, not to, I guess, call the Members of Congress wolves, 
but effectively what this has done is remove the door. We have a 
Constitution as a barrier preventing the government from over- 
taking more power than it was designed to have. The Founders 
were concerned about that. Our concern is that, that the court has 
effectively removed the door should wolves come, should a govern- 
ment that decides to expand its power beyond an appropriate reach 
come, now we no longer have those constitutional boundaries. 

Mr. DAVIS. Well, for example, on that point and coming back to 
this issue of police powers of the State, there is an interesting case 
in New Mexico right now that has been prosecuted against the 

Chairman CAMP. I am afraid time has expired. 

Mr. DAVIS. Okay. I will yield back. 

Chairman CAMP. All right. 

Mr. Thompson is recognized. 

Mr. THOMPSON. Thank you, Mr. Chairman. 

Mr. Dellinger, during the course of the debate on the Affordable 
Care Act, I met with a number of people from my district who were 
hurt by the fact that they had lifetime caps on their insurance, peo- 
ple with pre-existing conditions who couldn’t get insurance, parents 
of little kids who their kids had very serious medical conditions, 
and they have run up against the lifetime cap, and they are just 
100 percent exposed with no help. 

I met with a young man after passage of the bill who was a he- 
mophiliac, and he is now — the lifetime cap is not a problem for him 
any more. Matter of fact, he started his own business and has 
hired employees. I have commercial fishermen in my district, the 
north coast of California, who since 1981 have been denied access 
to health care because of some port hospital, port physician issues. 
They have had to go out into the private sector and buy their in- 
surance, and quite honestly can’t. They are over the top on passage 
of this bill that finally after all of these years they are going to be 
able to get coverage. 

In my district, we had an uncompensated care cost of $50 million 
last year, and I am told that that, that works out to be about 
$1,000 per person who buys insurance that they have to pay more. 
You could call it a tax, I guess, on the people who already have in- 
surance. 

Those three groups of people that I mentioned, do you think they 
are home right now fretting over whether or not this is a tax? 

Mr. DELLINGER. Well, I think, Mr. Thompson, that is, that is 
such a well-taken point because it is really astounding to me how 
few people understand the enormous benefits of this legislation, all 
of which would have been taken down had the court ruled as dis- 
senting Members, where the entire law would have been gone. The 
freedom from caps for your hemophiliac constituent, the ability to 
be covered by your parents’ policy, the right to get insurance even 
though you have had asthma or some other pre-existing condition; 
all of that would have gone down. 
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And when I say I think the concern about, about what Congress 
may do with its tax powers, I understand Ms. Severino’s point 
about the importance of judicial review. We have used it to protect 
religious minorities. We have used it to protect freedom of speech. 
But the courts have been really hesitant of second-guessing the 
area of budgeting and finance and taxing and spending and instead 
have thought within large boundaries those judgments need to be 
left to the people that are out there every day talking to their con- 
stituents. You know things and your colleagues on the other side 
know things that Justices don’t know sitting in the Supreme Court 
about how hard it has been for people who could not afford to see 
a doctor and who couldn’t get health care for their child when they 
were sick. You understand those things in a way that the court 
does not, and that is why I think it is appropriate for the court to 
defer to you in making these kinds of judgements. 

Mr. THOMPSON. Thank you. 

I mentioned the $50 million in uncompensated care in my district 
and translates out to $1,000 per person who buys insurance. The 
national number is $100 billion in uncompensated care. So I would 
assume that if you extrapolate, that is $1,000 per every person who 
has insurance. So if you are going to argue the tax stuff, I think 
it is probably only fair to point out that is a $100 billion worth of 
tax cuts that, that appropriate health care coverage will provide 
the American people. 

And our colleague, Mr. Doggett, pointed out that it is about time 
we get away from “the sky is falling” on health care and start fig- 
uring out how to, how to rub off some of the warts that are on the 
bill and make it an even better bill. This is, this is so important 
to so many people, and yet we are spending time ad nauseam try- 
ing to pick it apart, piece by piece. I think this week we are going 
to have our 31st or 32nd vote on the repeal of either all or part 
of the health care reform legislation. We need to get away from 
this. We need to make sure that we all remember why it started. 

This was in response to a national crisis, a national crisis. Busi- 
nesses, individuals who couldn’t afford the health care costs. The 
ever-rising costs of health care. And the many millions of people 
who couldn’t get health care and were suffering as a result of that, 
of that national crisis. We stepped up. We did something about it. 
I think everybody will admit that it is a work in progress. There 
is more that we need to do, and we ought to get on with doing that 
part of it rather than having this little pick-it-apart session such 
as the one we are having today. 

I yield back. 

Chairman CAMP. Mr. Reichert is recognized. 

Mr. REICHERT. Thank you, Mr. Chairman. 

Here we go again discussing another false statement that was 
told to the American people in order to sell the health care law. 
First, they said if you like your health care plan, you can keep it. 
Well, we know that is no longer true. And last week, the statement 
that was made that the mandate is a penalty and not a tax was 
overruled by the Supreme Court. 

And so, Mr. Dellinger, I would like to just comment on a couple 
of statements you made. 
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First, the answer to the is it a tax or an indirect tax or indirect 
tax or a penalty. 

The Congressman going fishing or the fisherman who is the Con- 
gressman fishing, the bottom fact here is the line is in the water. 
The government can call it a tax or a penalty, but the American 
people I don’t think are fretting whether or not it is called a tax 
or a penalty. All they know is that the Federal Government has its 
hand in their pocket, and I don’t think they are too happy about 
that. They want jobs. 

And the point that this is, this is a 2,700-page bill plus. I don’t 
think we are picking it apart. We are just trying to learn a little 
bit more about it, trying to find out what is in it. We are kind of 
doing what Nancy Pelosi told us to do; read the bill, find out what 
is in, it after it was passed, unfortunately. 

So, Mr. Dellinger also made a comment that this 1 percent of 
this tax doesn’t affect Medicare, Medicare Advantage, but in fact, 
really Medicare, Medicare Advantage are taking a $523 billion cut; 
$200 billion just to Medicare Advantage. Where are those seniors 
going to go? They have got to go to a personal policy. Well, the per- 
sonal policy after 2013 will no longer, by this law, allow people to 
enroll in new policies. They are also going to be limited on the 
amount of insurance they can have added to that policy. So where 
are they going to be finally driven out of the personal insurance 
policy? 

And you also mentioned it is not going to impact the employer 
insurance providers. Well, they have already been impacted. They 
are not providing insurance to some of their employees because 
they have discovered it is too expensive. 

So I think all of those facts lead to the bottom line, and that is 
there are going to be more than 1 percent of Americans affected by 
this tax, which of course then leads you to all of the next things 
that will happen. Costs will go up; that is a yes. Democrats in Con- 
gress will seek to force these people to buy health coverage, yes, be- 
cause they will need that money to pay for the rest of the health 
care bill. Could this include significantly increasing the individual 
mandate tax? Yes. Then you can’t take this and just talk about this 
tax. 

But let us just talk about all of the other taxes. There is a — there 
is a 3.8 percent tax on employers. There is a 2.3 percent tax on 
medical devices. There is a tax on the 1099 form that fortunately 
we were able to get the Democrats to agree with that was removed 
from the law. There is a 40 percent tax on Cadillac, so-called Cad- 
illac health care plans. There is a $2,000 penalty on employers if 
they don’t provide insurance. There is another $3,000 tax penalty 
on employers who provide a plan that is deemed to be too good or 
too expensive. The list goes on and on and on. 

Maybe what we should do is tax AARP because in this plan that 
they helped write, AARP stands to gain $1 billion in revenue over 
the next 10 years. Maybe they need to be taxed instead of the 
American people. 

One of the questions I have is, you know, as we look at the pen- 
alties applied here, would there be a penalty applied if someone 
who is filling out their IRS form checks the box, yes, I have had 
insurance the entire year, and they haven’t? 
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Mr. BRADBURY. Yes. I mean, under current law, 18 USC 1001, 
a knowing misrepresentation to the Federal Government is a fel- 
ony. 

Mr. REICHERT. Lying to the IRS. That is current law. They 
check the hox. They don’t have insurance. I am sure there will he 
some people that do that. The penalty for that, would you happen 
to know what the penalty for lying to the IRS? It varies I know. 

Mr. BRADBURY. Well, I believe it is the general 1001 criminal 
penalty. It is a felony so it is subject to a high financial penalty 
and also prison time. 

Mr. REICHERT. What happens if they don’t check the box at all? 

Mr. BRADBURY. Well 

Mr. REICHERT. Who is going to follow up on that? Where do the 
IRS agents come from? How much is that going to cost? I know you 
can’t answer those questions. 

And Mr. Chairman, I yield back. 

Chairman CAMP. All right. Thank you. 

Mr. Blumenauer is recognized. 

All right. 

Mr. Lewis. 

Mr. LEWIS. Thank you, Mr. Chairman. 

Mr. Chairman, I have been listening to the discussion today, and 
I tell you, it seems that we have lost focus on what really matters, 
whether it is a tax or a penalty on people who fail to take indi- 
vidual responsibility doesn’t matter. Every American who can af- 
ford to buy health insurance must buy insurance, and if you can’t 
afford it, the Affordable Care Act will pay, will help you pay for it. 
That is amazing progress on a country that has been trying to pro- 
vide health care to all Americans. 

We should not lose sight on the fact there are people suffering 
in our country. Over 12 million people still looking for jobs, won- 
dering if they will lose their homes, whether they will be able to 
put food on their tables. 

We also have over 50 million people who do not have health in- 
surance. Some of them are unemployed, but the vast majority of 
them are working hard each and every day and simply can’t afford 
health insurance. They, too, are worrying whether they are one ill- 
ness away from disaster. 

I believe that this Congress and the President of the United 
States, President Barack Obama, took a historic step to expand 
health coverage by passing the Affordable Care Act. Working to- 
gether, we can assure every American — we cannot afford to turn 
the clock back on the progress that was made. The Affordable Care 
Act has already made unbelievable progress. 

Mr. Chairman, I must say, in all honesty, that I believe that this 
hearing today is a political stunt just like tomorrow’s repeal vote. 
Repealing the Affordable Care Act would mean 17 million children 
with pre-existing conditions who will be denied coverage by insur- 
ance company. I want to know right now whether any member of 
this panel support allowing insurance companies to once again 
deny health insurance to children who are unlucky enough to get 
sick. 

Ms. DELLINGER. Mr. Lewis, could I comment on that? 

Mr. LEWIS. Yes, Ms. Dellinger. 
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Ms. DELLINGER. To me, this is I think one of the four great 
pieces of social legislation enacted in the past century. It completes 
the set of Social Security, Medicare, Medicaid, and the Affordable 
Care Act. And when I sat in the Supreme Court and listened to the 
arguments at the end of March, I was struck by the fact that every 
Justice, every law clerk, every one of the State attorneys general, 
everyone arguing on both sides and everyone in that courtroom not 
only had health insurance, they wouldn’t dream of going without 
it. And it seemed incredibly strange to me to hear people talking 
about this new liberty in not having health insurance when there 
is not a single person in the room debating those issues who would 
dream of going without health insurance. 

Mr. LEWIS. Other Members of the panel. 

Mr. CASEY. Well, I would say that the question, again, the ques- 
tion you raise is a good one, which is should Congress attempt to 
provide for those who cannot afford health insurance for them- 
selves? And there are good arguments that it should. The question 
is how. And the question is how your power is exercised and the 
question is how the court will permit you to exercise your power. 

And this decision takes that, the balance created by the Constitu- 
tion and the Framers and it unbalances it, and that is the problem 
with it, not the question of who should be covered and not. 

Ms. SEVERING. Yes, I agree, with respect. Representative 
Lewis, I think this is an important question, and it is not, as Mr. 
Dellinger called it, a nomenclature battle that is ultimately unfruit- 
ful. It is — the Constitution’s limits on our government are very im- 
portant. We don’t have a Federal Government that just has the 
mandate to go and do good but that there are enumerated powers, 
and just as it is very important the nomenclature of whether some- 
thing is speech and therefore is protected by the First amendment 
or whether protection is actually equal and therefore permitted 
under the 14th Amendment, it is very important whether our con- 
stitutional limits are being respected here and whether this is actu- 
ally a tax and what the taxing power means. 

Mr. BRADBURY. Congressman Lewis, the problem that Con- 
gress faced, and it recognized it when it passed the law, was that 
to, to require guaranteed issue and community rating in all of the 
insurance policies in order to achieve greater access to insurance 
coverage. Congress recognized that was inevitably going to cause 
the cost of insurance to go up. And it was going to incentivize more 
people to drop insurance. And so that was really the dilemma that 
Congress faced, and that is why the mandate was added to try to 
force people to buy insurance in order to lower the costs of insur- 
ance for others and to avoid the moral hazard of causing more and 
more people to go without insurance. So it was a real attempt at 
a balance. 

And the problem we now face is that the court has said, you can’t 
mandate it directly. It is really a tax. And the question is will it 
work. 

Chairman CAMP. Time has expired. 

Mr. Merchant is recognized for 5 minutes. 

Mr. MARCHANT. Thank you, Mr. Chairman. 

I would like to discuss the part of the argument that we have 
not discussed yet this morning and that was the interpretation of 
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the Supreme Court of the States’ responsibility in the mandate as 
it related to the expansion of the Medicaid and the Medicare be- 
cause when we all go back home now, our State legislators and our 
Governors are most interested in the mandates that were placed on 
those governments because, in fact, although part of the — the bill, 
part of the law was declared a tax, the expansion of Medicaid to 
the States is always going to have been a tax because the States 
were going to have to come up with hundreds of millions of dollars 
to, in their matching amounts, to match the expansion. And the 
only way those States could pay for that would be to absorb that 
cost and pass that down to their taxpayers. 

So, in many ways, Obamacare, has always been a tax on many 
States. 

The court chose to address the personal mandate and said it is 
not a personnel mandate. It is in fact a tax. But then they went 
on to discuss the responsibility or the mandate on the States. So 
I would like to have your view of the ramifications of that constitu- 
tional change or that interpretation, Mr. Bradbury. 

Mr. BRADBURY. Thank you. Yeah, I think it is a very signifi- 
cant ruling. Seven Members of the court recognized that there real- 
ly is teeth to the idea that under the spending power. Congress 
cannot go so far as to coerce States into agreeing to regulations 
that Congress is imposing through its cooperative spending pro- 
grams. And here what the court held is can’t force States to accept 
the expansion of Medicaid at the peril of losing all of the pre-exist- 
ing Medicaid funding that the States enjoyed. That could be very 
significant. The States now understand, each Governor now under- 
stands that the opting in to the Medicaid expansion is truly an op- 
tion that States have, and I think we saw yesterday that another 
Governor of a major State has announced that that State, Texas, 
is not going to opt in to the Medicaid expansion. So that is a very 
significant ruling, raises a lot of interesting questions about where 
are the lines that you draw as to what is coercive for States, and 
States may have arguments that other aspects of the Medicaid pro- 
gram or other cooperative Federal State programs have crossed 
that line or might cross that line in the future. So I think it is 
going to be a rich vein if you will of new litigation and constitu- 
tional development in the court. 

The mandate has a lot of implications for State costs, too, be- 
cause I think as the States that were in the Supreme Court made 
clear, the mandate, if it were a legal mandate that applied to ev- 
erybody, not just the people who can afford to buy insurance and 
will have to pay the tax, but lower-income people as well, it was 
going to cause a lot more people who are eligible for Medicaid to 
opt in to actually choose to subject themselves to Medicaid or be- 
come a patient under Medicaid, and that was going to increase the 
costs to States very greatly. They recognized that. Unclear now 
whether that is going to happen or to what extent that will happen 
because we now know it is not a mandate that applies to those peo- 
ple. It is just a tax that applies to people with a little bit higher 
income who can afford to buy. 

Mr. MARCHANT. So one of the major premises of the Affordable 
Health Care Act was that it would force many more, millions more 
people into the system, which would create a larger pool, which 
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would in effect create a smaller premium or a savings in premium. 
But, in fact, as a result of both of these rulings, it is probably going 
to have a result of a significant, millions less people participating. 
And so the premise that this Affordable Care Act would lower pre- 
miums is probably going to be erased. And the Federal Government 
in fact may be building on what Chairman Ryan said, what will 
probably happen is that since there is no savings, it will, the sys- 
tem will create significant deficits to be implemented. 

Mr. MARCHANT. And those deficits will have to be covered by 
cutting spending or raising taxes, and that responsibility will fall 
completely on the Congress. And, Mr. Dellinger, do you agree that 
this will complicate this, the whole theory of more people partici- 
pating. 

Chairman CAMP. Answer quickly, because time has expired. 

Mr. DELLINGER. I do believe it will complicate it, particularly 
if Governors take what to me would be an extraordinary step of de- 
clining the expanded Medicaid funding which will help the working 
poor afford insurance. If they are unable in States that actually 
turn down the expanded Medicaid support, I think it will have ad- 
verse affects on what the anticipations were. 

Chairman CAMP. All right. Thank you. 

Mr. Crowley is recognized. 

Mr. CROWLEY. I thank the chairman very much. 

I have heard references made of the Congress as wolves and 
foxes. I have been called worse in my district, quite frankly, so I 
appreciate the 

What I would suggest, though, is the possibility the Constitution 
and the Bill of Rights was put in place to prevent a dictatorship. 
And this is the people’s House. And I think when the House and 
the Senate come to an agreement on legislation that has passed 
and has been signed by the President, I think this is the way the 
Founders of our country envisioned our government would work. 

Despite the fact that my colleagues on the other side gave no 
vote in favor of this, the majority of the people of the House of Rep- 
resentatives did, and they were elected by the people. And, subse- 
quent to that, we have had elections, and they have made them- 
selves known once again, and they will have an opportunity once 
again this fall to do so. And I anticipate they will also let their feel- 
ings be known collectively in that election. 

What I find really interesting about this discussion today — and 
I appreciate having this hearing. I hope we have many, many more 
hearings like this at some point. Because I think the more we talk 
about the legislation the more we understand it. I think that is 
very accurate. One of my colleagues on this side — I think Mr. 
Reichert said that. That is true. But I do think it is also frustrating 
to the American people. 

I just came from a trip to Montana, where my in-laws are from, 
hard-working ranching family from Billings, Montana, struggling. 
My kids are out there. We call it Camp Montana. They get to ride 
horses and help bring the cattle in. Unfortunately, this year they 
had to bring the cattle in a little early because the market has 
dropped out for the cattle industry in Montana. 

So my kids have a great time, but my in-laws who are brutally 
struggling every day to make ends meet, it is not as much fun for 
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them. And they are wondering what is the Congress doing to help 
them today. 

And my constituents back home in Woodside, Queens, and in 
Pelham and the Bronx, they are asking the exact same question: 
What, Congress, are you doing to help fix this economy? What are 
you doing to create jobs in America? 

And, instead — and I hope we have more of those hearings; I 
think it is wonderful — we are discussing a bill that became law, 
was passed by the President, enacted, and the judicial review is 
done, and they have found this law to be constitutional. Yet we still 
continue to talk about it and to berate Obamacare. 

By the way, I don’t call it Obamacare. I think that is a pejo- 
rative. It is President Obamacare. I think what the President has 
done here is something that has perplexed our country for over a 
century and Presidents before him who have tried to fix or help 
this problem. He should be credited for the advancements that we 
have made. 

Now I have heard the reference made to two particular points, 
fishing licenses or the right to fish or the ability to fish and the 
other is to own a car or the requirement to own a car. Now can 
each and every one of you tell me, is there a requirement that any 
American by State law or the Federal law are required to own a 
car? Yes or no? 

Mr. BRADBURY. No. 

Ms. SEVERING. No. 

Mr. CASEY. No. 

Mr. DELLINGER. No. 

Mr. CROWLEY. Is any American required to own a fishing li- 

C6I1S6? 

Mr.’ BRADBURY. No. 

Ms. SEVERING. No. 

Mr. CASEY. No. 

Mr. DELLINGER. No. 

Mr. CROWLEY. My understanding is that that doesn’t exist. 

Now will every American at some point become ill? 

Ms. SEVERING. Not necessarily but very likely. 

Mr. CROWLEY. Not necessarily, but for the most part would you 
say yes? Likelihood? 

Ms. SEVERING. Certainly. 

Mr. CROWLEY. Certainly. Would you all agree? 

[Nonverbal response.] 

Mr. CROWLEY. So — would you all agree? Yes, sir? 

So here we are — nuance. No one requires anyone to get a fishing 
license. No one requires anyone to buy a car. 

Is there a requirement involved in getting sick? How does that 
happen? How do people get sick? Does anyone know? 

Mr. CASEY. Urn 

Mr. CROWLEY. Who does this to us? Does the State do it medi- 
cally? Does the Federal Government require people to become ill? 

Mr. CASEY. No. 

Mr. CROWLEY. Do they require them to become ill? 

Mr. CASEY. No. 

Mr. CROWLEY. So the reality is, whether we like it or not, un- 
less you live in a remote part of Alaska by yourself and chose to 
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do so and you live in a log cabin that you have built and you kill 
what you eat and you wear what you kill and you live somewhere 
where no one will ever know you exist, in all likelihood you will 
need some type of health care. 

That is the nuance here. That is what I don’t think people under- 
stand. Getting sick is not an option. You get sick. It is not like you 
get an option to buy a car. If you want to do it, you can do it. But 
no one requires you. That is the nuance here the American people 
don’t understand. We are talking about something that will hap- 
pen. 

And I think, once again, we are not talking turkey enough to the 
American People. We are talking in the abstract. The reality is 
they will get sick, and if they do get sick and they go to the hos- 
pital and they don’t pay for it, we pay for it. 

My wife says, why do we get insurance? Why don’t we just go 
to the hospital and have someone else pay for our insurance? 

Because it is not individually responsible. That is why. That is 
why we don’t do it. It is not — it is a lack of individual responsi- 
bility. 

Mr. BRADY [presiding]. The gentleman’s time has expired. 

Mrs. BLACK. 

Mrs. BLACK. Thank you, Mr. Chairman. 

It has been a very good discussion today, and I appreciate the 
fact that our chairman brought us together to discuss these very 
important issues. 

As a nurse for over 30 — over 40 years — ^boy, I am really starting 
to know those years now — there is no doubt that we have the best 
health care in this world. And I know that because I have done 
medical mission work in other places like Haiti and Guatemala 
where, yes, they are said to have care. That it is care you can get. 
But, believe me, when you go into those hospitals, that is not the 
kind of care we want here. 

So our system is broken because we have difficulty with every- 
body having access to it. But there are alternatives beside the al- 
ternative that we got in this 2,700 page document. And having 
been, as I say, in this field for a long time, I think things like 
strengthening our health departments, which have deteriorated 
over the years because of various things that have happened — I 
won’t go into those — but removing the barriers of purchasing 
health insurance across State lines, giving people more oppor- 
tunity, more tools, more competition, those are various things that 
can be done beyond what was done in this 2,700 page document. 

So I am going to just put that aside for a moment. Because over 
this past week I did read the entire ruling, and it did concern me. 
I am not an attorney, but, as I read, what really concerned me, es- 
pecially in the dissenting opinion, was the fact that we are now 
taxing an inactivity. 

And I think out of everything that I read in that document that 
was the thing that scared me the very most, is that, as has already 
been said in here, there have been incentives to be given to people 
to encourage their behavior, such as maybe a tax incentive to buy 
a certain kind of car or other such things, but it has always been 
as a result of something that you actually did, an activity. 
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So this inactivity now, to be able to tax inactivity, what I would 
like for each of you to tell me is has there ever been in our law 
a precedent such as this where you tax inactivity? And from what 
I read according to the dissenting opinion that is no, but I do want 
to hear that from each of you. 

Second to that, from your opinion, where do you see this going? 
Does this really create Federal policing power? Is there a limit? 
Where is the limit? 

Because I think we have only seen the beginning of that. Where- 
as, as already has been said, if you didn’t eat just what the govern- 
ment thinks you should eat because that will make a better society 
that we have a right now to tax that. 

So two things there. Is there anything else you can think of that 
is an inactivity that we already tax; and, second to that, where is 
the limit? 

Mr. Bradbury, let’s begin with you. 

Mr. BRADBURY. Thank you. Congresswoman. 

I can’t think of another example. So I do think it is unprece- 
dented, as far as I know, anyway. 

And, second, as to the what the limit is, well, first of all, there 
is a political accountability limit when Congress is passing a tax. 
But if Congress can pass something and say, oh, this is not a tax 
and then have the Court later uphold it as a tax, well, then that 
undercuts that limit. 

And the Court previously has not been clear as to the constitu- 
tional limits of the taxing power. It is very broad. Clearly, it is. So, 
at a minimum, we have to say it is very unclear, it is ill-defined, 
and perhaps the sky is the limit. 

And so it is just limited by the creativity of Congress, I think. 

Mrs. BLACK. Ms. Severino. 

Ms. SEVERINO. I agree. This is an unprecedented tax on inac- 
tivity. I think that is what makes it a little bit different from what 
Representative Crowley was talking about. The car and fishing li- 
cense examples aren’t perfect analogies. Because in those cases you 
are engaging in some activity. This is a tax on not engaging in ac- 
tivity. 

And as philosophers going back to Aristotle I believe could tell 
you, there is a difference — despite how an economist may analyze 
things, there is a difference between taking action and failing to 
take action as a philosophical matter. So I, too, am concerned about 
the fact that this eliminates some of the limits on our government. 

Mrs. BLACK. Mr. Casey. 

Mr. CASEY. Yeah, I am unaware of any precedent that is like 
this one. 

I will say where it goes I don’t think any of us actually know, 
but it could go very far. For example, Mr. Crowley mentioned a mo- 
ment ago that his relatives or friends in Montana are in the cattle 
industry, and it is down. Well, one way Congress could fix that 
problem is require us all to all buy a certain amount of beef or pay 
a tax. We never thought that Congress could do that before, but 
now that you know you can, that is scary. 

Mrs. BLACK. Mr. Dellinger. 

Mr. DELLINGER. I am not afraid, Mrs. Black, because Congress 
has always had the power, at least for the last century or more. 
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to influence what people buy and don’t buy by use of the taxing 
power. State and Federal Governments have encouraged or dis- 
couraged purchases by use of the tax power. The Court in 1903 
could have decided it was going to try to police that from the judici- 
ary, and they decided to leave that to Congress, and I think that 
is where it ought to be left. 

Chairman CAMP [presiding]. Thank you. 

Mr. Neal is recognized for 5 minutes. 

Mr. NEAL. Thank you, Mr. Chairman. 

Mr. Chairman, one of the points I would like to raise here, as 
Mr. Dellinger has noted. Social Security was a compromise. Essen- 
tially, Roosevelt began by looking for something grander, and Re- 
publicans or nothing, and the compromise was the payroll tax. 

And Medicare wasn’t quite what Johnson wanted. He wanted it 
to be — President Johnson wanted it to be more extended — having 
just finished the fourth volume of the Caro series — to note how 
that was done. 

But the practical side of this bears noting. In the State of Massa- 
chusetts, 64 percent of the voters are either Republicans or Inde- 
pendents; and the health care plan in Massachusetts polls north of 
70 percent in terms of customer satisfaction. It was negotiated be- 
tween business and labor and arguably the best hospitals in the 
world. And now the next step in this deliberation is on to a global 
payment system which his State is about to adopt. 

The magnificence of the picture of the photograph, the day that 
Mitt Romney signed the legislation has Ted Kennedy standing be- 
hind him. To the right, of course, is the American flag; and in front 
of the American flag a Member of the Heritage Eoundation, who, 
as Senator Chafee and Senator Dole both argued, that was the Re- 
publican answer to Clintoncare. And all of a sudden it can’t be the 
answer to Obamacare. 

The point is that the plan has worked. I don’t know anybody in 
Massachusetts who doesn’t think perhaps you have to sand the 
edges here and there, but I don’t know anybody who is talking 
about repealing the legislation. 

And we have this conversation here that the country, frankly, 
has moved beyond about tax versus penalty. Most of us who have 
been elected here we understand the trim line. That argument is 
over. That was taken care of So it is nice to have witnesses come 
in and espouse esoteric views interpreting what the Chief Justice 
said or what the minority Members of the Court said, but the truth 
is we have moved on from that. 

Mr. Dellinger, you appear anxious to comment on that. Would 
you do so? 

Mr. DELLINGER. Your remarks, Mr. Neal, make me reflect on 
the extraordinary process by which this legislation was demonized. 
I understand very much the liberty concerns that no one should be 
forced into a commercial transaction with a private company. That 
is why I have always thought it important to see this as a mere 
financial incentive to do so. And where the Court said the reason 
we think it is constitutionally valid is it really affords people a per- 
fectly reasonable choice. If you want to make a payment to the gov- 
ernment instead of having private insurance, you can choose to do 
so, if that is where you are going to go. 
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But what is extraordinary is when Massachusetts adopted this 
system which, as you say, is very popular in Massachusetts, it ex- 
panded coverage — health insurance coverage to record levels. The 
hospitals are extremely pleased with it. The Boston Red Sox sup- 
ported it. 

What is interesting is that none of the people that are saying 
that, quote, Obamacare is the end of liberty as we know it rushed 
to Massachusetts or became excited that one of our States had gone 
totally rogue and adopted some unthinkable program. When Mas- 
sachusetts did this, it was generally approved of and thought well 
of 

If one of our States had really done something that was the end 
of liberty as we know it, you would think it would have caused 
more of a ruckus than it did. In fact, it was widely approved; and 
Governor Romney himself said, rightly, I think, that it should be 
a model for where we need to go as a nation. If we want to afford 
more private choice rather than have a single-payer system, that 
is the way to go. 

I have always thought that the demonization of it was quite 
striking in light of the comments you make about how relatively 
well it worked in Massachusetts. 

Mr. NEAL. If I could, Mr. Chairman, without objection, I would 
like to enter into the record an article entitled Massachusetts Web 
Site Calls Mitt Romney’s Health Care Mandate a Tax Penalty, a 
copy of the Massachusetts official Web site, and the Massachusetts 
session laws signed by Mitt Romney setting forth the tax penalty. 

Chairman CAMP. Without objection. 

[The information follows: The Honorable Richard Neal] 
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Mr. NEAL. Last, Mr. Dellinger, do you agree that Romneycare 
and Obamacare have the same enforcement mechanism? And if one 
is a tax, are they both? 

Mr. DELLINGER. I think that is fair enough. 

Mr. NEAL. Thank you, Mr. Chairman. 

Chairman CAMP. I would just say, Mr. Dellinger, there is a dif- 
ference between the States and the Eederal Government in terms 
of police power. So the analogy between what Massachusetts did 
and there was not this outcry and what the Eederal Government 
may have done and there is an outcry is because of the limited 
enumerated powers of the Eederal Government. Our Eounders 
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were concerned about a too powerful Federal Government. So I just 
think it is important to make that point. 

Mr. Berg is recognized for 5 minutes. 

Mr. BERG. Thank you, Mr. Chairman. Thank you for holding 
this. 

And thank you to the panelists. It is a long morning here but ap- 
preciate your being here. It has been a good debate. 

Obviously, as we talked, the Supreme Court ruled the individual 
mandate is constitutional. It is interesting and it is not through the 
Commerce Clause and makes sense from a tax standpoint. 

I just want to kind of get back full circle back to Mr. Bradbury. 
When we talk about the people that will be affected, can you sum 
that up again? I know we have been over it several times, but 

Mr. BRADBURY. Congressman, as I understand it, about 160 
million income tax forms are filed that will be subject to the dec- 
laration: Did you have insurance for yourself, your spouse, and all 
of your dependents for each month during the year? So it is going 
to affect all of those people in the sense that if they wish to make 
an independent economic decision to drop whatever insurance they 
have they will be subject to the penalty, and they are certainly sub- 
ject to the requirement to check this certification. 

Then you can focus on the people who are currently projected 
under the law that was originally enacted will not have insurance 
and will be subject to the tax penalty. That is the 4 million people. 

But the point I am trying to make is now that we understand 
from the court’s decision that it is not a legal mandate that thou 
shalt have insurance as a matter of Federal law, instead, it is an 
economic choice, and the penalty provision or the tax as now we 
understand it is lower for most people than the cost of insurance 
policy, more people could be expected to make a rational decision 
to pay the penalty and not to purchase insurance or perhaps to 
drop the insurance that they have if it turns out that it is going 
to up in cost. 

So we don’t know what those numbers are. CBO will take a new 
look at it, I am sure. I cannot assess. I am not a government ac- 
countant. But it is logical to assume that the number of people who 
will actually pay the tax and not buy insurance will be higher than 
was originally assessed by CBO. 

Mr. BERG. I would like to drill into that a little bit. Because I 
think most of the taxes that we have done are an incentive. We af- 
fected behavior by taxation, but it has kind of lowered that cost for 
an alternative. We have never kind of taxed inactivity. 

And I just sit here and I struggle with unless someone’s tax is 
equal to their health care costs there is almost a question of wheth- 
er or not they will move more toward the penalty, as you said, Mr. 
Bradbury, versus paying health care. Because, clearly, there is a 
dramatic difference on those people whose income would be much 
lower with the 2 and a half percent tax. 

I just see this, and I don’t know if it has been talked about or 
thought through, but I just see a lot of people saying, you know 
what? I will never be denied health care, so I will pay the tax. You 
know what? I am not even going to pay the tax. Because I am not 
withholding much income or income tax. And maybe I have a job, 
maybe I am in an environment where I am not withholding, and 
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then when I get sick I am going to go online and I am going to sign 
up for the insurance. 

I think to some degree that discourages people from getting reg- 
ular health care as well, and there may be a bigger — I don’t 
know — a bigger cost that people aren’t anticipating just because of 
the dynamics. The trade-off — there is too much disparity there. 

Would you like to comment on that at all? 

Mr. BRADBURY. I think that is absolutely right. That is the 
point I tried to make in the testimony. 

I think what we have to understand is underlying that is the 
other regulations in the legislation that were passed — perhaps for 
very meritorious policy reasons; I am not questioning — but those 
other regulations are going to cause — as Congress recognizes, are 
going to cause the cost of health insurance to go up and will create 
incentives for more people to drop insurance because they can wait 
until they get sick and they are guaranteed a reasonably priced 
policy relative to what they would otherwise expect. 

So it is that incentive and those higher costs that the mandate 
was intended to address by forcing everybody in to purchase insur- 
ance to try to subsidize the cost for others and also to avoid this 
adverse selection or moral hazard of people dropping insurance. 

Now if Congress sees that that is not working and the cost prob- 
lems that the regulations are going to create are causing this death 
spiral as people have suggested, then the obvious recourse Con- 
gress could adopt under the Supreme Court’s decision is to raise 
the tax, is to make it more coercive to force people to do what Con- 
gress said was important to force them to do, which is to go out 
into the market and buy health insurance. 

So the tax could go well above the cost of the health insurance 
policy. There is nothing that says as a constitutional matter it has 
to be capped by the average cost of insurance policy. It could be set 
way higher in order to force people economically into the market. 
So the result could end up being the same if Congress were to go 
down that road. 

Mr. BERG. Thank you. I yield back the balance of my time. 

Chairman CAMP. Mr. Becerra is recognized. 

Mr. BECERRA. Thank you, Mr. Chairman; and thank you to all 
of you for your patience and indulgence in these questions that we 
have been asking. It has been an interesting hearing more because 
of the types of questions. They are not “what is” kind of questions 
which we typically engage in about what is the consequence of this, 
what has happened as a result of what was done. It is “what if” 
It is all speculative, things that may never occur, but you are being 
asked to tell us what might happen if the sun doesn’t rise tomor- 
row. 

But be that as it may, we had the hearing. And while I wish we 
would have focused the hearing on jobs, which is what Americans 
really care most about, and certainly for this tax writing Com- 
mittee that is an important thing. We could have tackled the whole 
question about whether or not we should be providing tax incen- 
tives to companies that ship jobs overseas and thereby deny Ameri- 
cans the chance to stay at work. 

But we are where we are, and we are relitigating once again 
what we passed in 2010, what the executive branch and the Presi- 
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dent signed into law in 2010, and which just recently now the Su- 
preme Court has affirmed as a sound law, but we are where we 
are. 

This penalty for free riders who are looking for a free lunch, let 
me ask a question — and, Ms. Severino, let me ask you this ques- 
tion. You mentioned you have insurance. I have insurance. Every 
one of my colleagues at the dais has insurance. I am fortunate I 
can afford it. I guess you are fortunate enough to be able to afford 
it as well. 

If I decide that substantial amount of money I put into my insur- 
ance for myself and for my family I would rather save that money 
for something else. So I say I am going to drop my insurance for 
myself and for my family. And so by some chance I end up in the 
emergency room because of someone hitting me, broadsiding me, 
and I am now in the hospital, but I don’t have insurance. Is it right 
for me to ask you to cover the cost of my health care bill? 

Ms. SEVERINO. Well, unfortunately, the law I believe, without 
the mandate function, does exactly that. 

Mr. BECERRA. I asked would it be right for me to ask you to 
cover my insurance — or the cost of my health care? 

Ms. SEVERINO. I think it is fair for you to ask me. I don’t think 
it is right of you to force me. 

Mr. BECERRA. So you wouldn’t want to have to pay for my med- 
ical bills at that hospital, would you? 

Ms. SEVERINO. I might not. But as a matter of charity I think 
we do support a lot of people that — so I may choose as a charitable 
endeavor to pay for yours or another needy person’s 

Mr. BECERRA. If I told you it would cost you about a $1,000 to 
cover my health care bills because I chose not to have health insur- 
ance that I could afford, would you still be willing to pay that 
$ 1 , 000 ? 

Ms. SEVERINO. It probably depends on the circumstances. But, 
you know, there are cases I might. 

Mr. BECERRA. You are a very generous person. 

Ms. SEVERINO. No, if you were my father-in-law who wouldn’t 
be able to afford his health insurance, I think I would pony up the 
$1,000 for you. Even if I felt like it was a bad choice at the time. 

Mr. BECERRA. I understand that, and I think your father-in-law 
probably is enjoying the answer you just gave. I don’t happen to 
be your father-in-law. I assume then you are either extremely gen- 
erous or you are unlike most persons who probably feel like they 
could use $1,000 to help to take care of their own family. 

Ms. SEVERINO. There are many cases where I might not pay 
the $1,000, yeah. 

Mr. BECERRA. I think that is probably the case for a lot of 
American families who would say, if I have got health insurance 
for my family and I am paying several thousand dollars for it and 
if you can afford to do the same thing but you are not willing to, 
I can’t find any reason why I should be asked to pay for your 
health care when you can afford it. 

The chart that we have up that we have seen before essentially 
shows part of this. We have virtually 99 percent of Americans who, 
in some way or another as a result of this landmark health law, 
are going to have health insurance; and that small little sliver of 
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white that you can barely see are those Americans, 1 percent of so 
of Americans, who may choose not to have health insurance, even 
though they can afford it. So, essentially, that 1 percent sliver 
would be saying to the 99 percent of Americans who will have 
health insurance you are going have to help pay for some of the 
costs of my health care, even though I can afford it. 

We are not talking about folks who need charity. We are not 
talking about folks who really have no way to access health care. 
We are talking about folks who have chosen not to have health in- 
surance coverage even though they can afford it, that 1 percent; 
and, as a result, they can impose costs on us. 

When I mentioned $1,000, that wasn’t just a number I pulled out 
of a hat. Most American families that have health insurance cov- 
erage pay, on average, about $1,000 in their health care insurance 
premiums to pay for the cost not of their health care or their fam- 
ily’s health care but the health care for someone else who doesn’t 
have health insurance. So it is a matter of trying to ensure that 
we don’t have free riders who are charging us for their care be- 
cause they chose not to be responsible. 

Let me ask you all a question. Would you agree with this quote 
by then Governor Romney: No more free riding, if you will, where 
an individual says, I am not going to pay, even though I can afford 
it. I am not going to get insurance, even though I can afford it. I 
am instead going to show up and make the taxpayers pay for me. 
It’s the ultimate conservative idea, which is that people have the 
responsibility for their own care, and they don’t look to government 
to take care of them if they can afford to take care of themselves. 

Does anyone disagree with what Governor Romney said? Dis- 
agree. 

Ms. SEVERING. I would like to disagree with the fact that the 
government is forcing 

Mr. BECERRA. Well, let me ask because my time is expired. If 
you could just tell me if you disagree with what Governor Romney 
has said. Anyone? 

Mr. MERGER [presiding]. The witness may respond by written 
Ictt/Gr 

Mr. BECERRA. Thank you, Mr. Chairman. 

Mr. MERGER. The gentleman, Mr. Smith, is recognized. 

Mr. SMITM. Thank you, Mr. Chairman, and thank you to our 
witnesses for the civilized discussion that we have had today. I 
think it is helpful. I certainly appreciate the insight that each of 
you bring to the Committee. 

Mr. Dellinger, can you conceive of any taxing power that now 
that we know that it is a taxing power, that would not be within 
the constraints of the Constitution? 

Mr. DELLINGER. Yes, they are legion. 

First of all, they are all of those who would run afoul of any 
other provision of the Constitution, obviously, affecting people’s re- 
ligion or speech rights or rights of intimate association. Those kind 
of taxes would be — exercising the taxing power would be invalid. 

And the Court said, in an opinion by Chief Justice Roberts, it re- 
minded us, as Justice Molmes said, the power to tax is not the 
power to destroy as long as this Court sits. So if you had a tax that 
actually forced people into an activity, it didn’t really give them a 
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choice or stigmatized them as being criminal, the Court stands 
ready to invalidate a tax that exceeds that limit. But to give this 
Congress pretty wide range to do things that are actually silly and 
stupid if you want to enact them, the Court is not going to save 
you from all of those. 

Mr. SMITH. So if someone was compelled to purchase health in- 
surance against their own religious convictions, would they be ex- 
empt? 

Mr. DELLINGER. Yes. I think the Court would find that to be 
unconstitutional. In fact, the Court suggests that if anyone were 
compelled to purchase insurers it might be invalid. That if the tax 
were so high that it became punitive, like the tax in the child labor 
tax case was 10 percent of your total income if you hired an under- 
age person for 1 day, that they said was actually a prohibition and 
coercion. This actually gives people a choice to pay an amount that 
is not unreasonable in light of — in fact, it is said to be too reason- 
able, by Mr. Bradbury and others, for it to be effective. 

Mr. SMITH. So there is the concern that employers may just 
wish to pay the penalty for not providing insurance for their em- 
ployees, is that accurate? 

Mr. DELLINGER. Correct. 

A very good point that Mr. Bradbury made is that if the tax pen- 
alty, financial incentive, whatever you want to call it, if it remains 
as low as it is now, won’t people make the rational choice and say 
I am just not going to have insurance? 

I just do want to note that under Governor Romney’s plan in 
Massachusetts no one’s tax penalty could exceed 50 percent of the 
cost of what they call a credible insurance premium for credible 
coverage. So even though it was rational to pay half of what you 
would have to pay, in fact, it worked; and people found that to be 
incentive enough to buy insurance, that we did have widespread 
coverage. 

Mr. SMITH. Now in terms of uninsured now having insurance — 
but one point of clarification. You mentioned that there are 100 
million people that will see benefits from no lifetime cap? 

Mr. DELLINGER. I think that is right. That is the figure I have 
seen, Mr. Smith. I wish that I could give you 

Mr. SMITH. Is there 100 million people currently up against 
their cap? 

Mr. DELLINGER. No, I said that we will never have to worry 
about a lifetime cap being imposed. 

It may be virtually everyone. I saw the figure of 100 million. I 
don’t know why it is not 300 million. The fact is everybody now is 
guaranteed insurance no matter what kind of disease you may 
have that has really chronic, long-term, high costs. You will never 
have your insurance company announce we have now put a lifetime 
cap on what you may have in terms of payments. 

Mr. SMITH. Now if someone is left without insurance, perhaps 
because their employer opted out of the mandate, so to speak, and 
just paid the penalty, do we know if that person would be more 
likely to pursue private health insurance or go on Medicaid? 

Mr. DELLINGER. I don’t know the answer to that. I do know 
that there are substantial additional subsidies for people now who 
are employed or working but can’t afford private health insurance. 
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There are now substantial new subsidies as well as the expansion 
of Medicaid in those States that accept it. 

Mr. SMITH. But can we expect the Medicaid rolls to increase? 

Mr. DELLINGER. We certainly hope so. We hope that more peo- 
ple who are not now covered will be covered. 

Mr. SMITH. But we will expect the Medicaid rolls to expand? 

Mr. DELLINGER. I think that is right. The whole point of the 
legislation was to increase Medicaid eligibility to people who are 
employed but whose income still makes it difficult for them to pur- 
chase health insurance. 

Mr. SMITH. And how does the reimbursement of Medicaid com- 
pare to private insurance reimbursement? 

Chairman CAMP [presiding]. And if you could answer quickly, 
because time 

Mr. DELLINGER. I can’t, because I don’t know. 

Chairman CAMP. Thank you. 

Ms. Jenkins is recognized. 

Ms. JENKINS. Thank you, Mr. Chairman; and thank you all for 
being here today. 

Mr. Bradbury, the Democrats have said the individual mandate 
is needed to stop cost shifting and making people pay for their own 
health care. Now Amicus Review participated and states, “The 
problem with this story is that it is untrue.” Could you just explain 
why the cost shifting argument doesn’t paint an accurate picture 
of the purpose of the individual mandate? 

Mr. BRADBURY. I would be happy to. 

Congress in its findings supporting the law explained why the 
mandate was necessary, and two points come out clearly. One, be- 
cause of guaranteed issue and community rating, the cost of insur- 
ance is going to go up; and we need to bring into the market more 
of the healthier, younger people whose health care costs, medical 
costs are going to be a lot less than the cost of insurance. So that 
the amount they pay in to the system is greater than the amount 
they take out, in order to lower the average cost for everybody 
across the system, to try to control what would otherwise be run- 
away cost increases for insurance premiums. 

Number two, the guaranteed issue and community rating provi- 
sions were going to cause people. Congress recognized very clear- 
ly — and this was the experience of some States — to drop the insur- 
ance or defer getting insurance because they know they would be 
guaranteed insurance if they get sick and they will wait. That is 
a rational decision. And so you actually have lower numbers of peo- 
ple insured in the country, not higher numbers. So it was necessary 
to mandate that everybody go into the market and buy insurance 
in order to counteract that what I call moral hazard. 

I think, as Justice Alito pointed out at oral argument, the aver- 
age cost of insurance policy in 2016 is expected to be $5,600, an in- 
dividual insurance policy. And the average cost in health care that 
a young, healthy American incurs per year is about $850. And so 
it is very clear that the purpose of the mandate was to require 
more people to pay the greater amount into the system than they 
would be taking out. 

And I just want to point out that the $1,000 figure that is often 
bandied about is not — I don’t really think there is good substance 
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behind that figure. This is the assumption or assertion that the av- 
erage cost of insurance is $1,000 higher for the typical American 
family because of cost shifting from uninsured. 

As I understand it, the way that number was derived I think is 
not terribly reliable. I think it is taking the $43 billion that has 
been estimated in uncompensated health care generally in the 
country and assuming that every dollar — dollar for dollar of that 
$43 billion flows through to the bottom line of insurance costs for 
everybody else. And they simply divide that number into the total 
amount of insurance premiums people pay and come up with 
$1,000 and say, oh, it must account for $1,000 of each average pol- 
icy’s cost. 

But it is really not a well-taken assumption. Because a lot of peo- 
ple who choose to go without insurance the statistics show actually 
pay for the health care they incur and that a lot of that uncompen- 
sated care is provided to lower income folks and actually gets ab- 
sorbed by hospitals and other health care providers and not passed 
along to insurance companies. There are a lot of reasons for that, 
but it is not a safe assumption that, dollar for dollar, uncompen- 
sated care gets passed along to the insurance — ^bottom line insur- 
ance premium of others. 

Ms. JENKINS. Okay, that is helpful. 

Thank you, Mr. Chairman. I yield back. 

Chairman CAMP. Thank you. 

Last, but not least, Mr. Reed. 

Mr. REED. I always appreciate going last, because all the good 
questions are gone. 

Just some commentary. I have been listening to this argument 
before I had to leave and then come back and the taxing versus the 
penalty — and from my perspective as a new Member of Congress, 
freshman Member of Congress, it is time to be honest with the 
American people. 

And what this was is the Supreme Court release came back and 
said, you know, we have an expansion of government to deal with 
the health care situation. We are going to raise taxes under Con- 
gress’ act to pay for it. 

If that is what the people want, and when I read the Chief Jus- 
tice’s decision — I read it five times — essentially saying, if that is 
what the people want, so be it, and it is up to the people to decide 
where we go. 

That being said, I am concerned where we are going to go in the 
future with the congressional power that has been granted to us 
now under the taxing power of the Supreme Court decision as I in- 
terpret it and as I read it. One of the things that is being kicked 
around is a lot of people think the political pressure of tax in- 
creases will be enough check on the system. Do you all agree with 
that? Does anyone disagree with that? 

Mr. CASEY. I do not think that the political pressures will be 
sufficient. 

Mr. REED. So that being the case — and that is exactly where I 
wanted to go, Mr. Casey — is what would be a mechanism that we 
can do in Congress in your opinion to restrain or to delineate where 
that power now lies? 
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Mr. CASEY. I think one thing you can do — and it is not clear en- 
tirely what the Supreme Court might do, but one thing you can do 
is make very clear when you are raising a tax and when you are 
not exercising your authority to raise and collect taxes. That is, 
after all, your decision. The Court, while some of its language 
might suggest, I do not believe the Supreme Court would hold that 
Congress can’t chose which of its enumerated powers to exercise, 
and you could do that. 

Mr. REED. See, and I appreciate that comment, because I have 
been wrestling with this. Because there are some proposals that 
are now floating out that we should adopt statutory language that 
say clearly in our legislation going forward what power we rely on. 
Is it a tax or is it a penalty? And I couple that with my reading 
of the decision where they took the anti-injunction statute and they 
said, essentially for purposes of statutory compliance, we are going 
to say whatever Congress says it is, that is what we are going to 
interpret it to be for statutory tax. But for constitutionality we are 
going to go beyond that, and we are going to say whatever constitu- 
tional power is out there, and we are going to hold it on that. 

And that concerns me. Because if we have that requirement — a 
statutory requirement to put in for statutory purposes we are going 
declare the power that we are exercising, could not Congress in 
that theoretical situation say for statutory purposes we are exer- 
cising this power? That would then comply with the statute, but for 
constitutionality purposes the Court could go wherever it wants to 
go. And that is the concern. 

Do you see the concern? Is my logic working? 

Mr. CASEY. Sure, your logic is perfect. Because, of course, in 
many ways it is impossible to draft a statute that is judge proof 

But what you can do is make it so clear that we are not in this 
instance exercising our power to tax, or in another instance we are, 
that the Court will not be able to pretend that it is somehow inter- 
preting the law you actually passed and transform it into a tax 
when it wasn’t. 

Mr. REED. I appreciate that. 

Does Mr. Bradbury or any other 

Mr. DELLINGER. Well, in terms of the Tax Injunction Act it is 
quite simple for Congress to say that the provisions of this Act 
shall not apply — or the Anti-Injunction Act shall not apply to this 
particular provision of law and then can proceed. 

I think one of the reasons why I thought the Tax Injunction Act 
argument was quite good, that this is a bar to this litigation — I 
think one of the reasons the Court may have leaned a little against 
that is that I think if they had held that this lawsuit was barred 
as a pre-enforcement lawsuit by the Tax Injunction Act that Chair- 
man Camp and his colleague, the Ranking Member and their col- 
leagues would have immediately passed a one-sentence law saying 
the provisions of the Anti-Injunction Act shall not apply to chal- 
lenges on the Affordable Care Act, and the Court would have heard 
this again in October. 

And I don’t think anybody could have voted against that, Mr. 
Chairman. They would have said, yes, we don’t want our law to 
block this. One sentence will remove that barrier. 

I think that is really what would have happened. 
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Mr. REED. Interesting dynamics. 

I go back to the point I am going to be honest with the American 
People. When we stand for legislation here, if we are going to ex- 
pand government and raise taxes to pay for it, then that is what 
it is. Let the people decide. And hopefully we can move forward to 
that debate in November. 

With that, I yield back, Mr. Chairman. I thank the panel for your 
participation. 

Chairman CAMP. Well, thank you very much, Mr. Reed. 

I also want to thank the entire panel for a very long morning and 
for all of your testimony. It was very helpful. 

And, with that, this hearing is hereby adjourned. 

[Whereupon, at 1:17 p.m., the Committee was adjourned.] 
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The Honorable Dave Camp 
Chairman — Committee on Ways & Means 
1 102 Longworth Mouse Office Building 
Washington D.C. 20515 

Dear Chainnan Camp, 

I wanted to submit for the record my appreciation for your willingness to hold a hearing on the 
implications of the Supreme Court’s ruling preserving the individual mandate on the grounds 
that it is a lax and that Congress has the broad power to levy taxes far beyond the historic scope 
of tax authority. 

The Supreme Court verified what many in Congress already knew - the Affordable Care Act is a 
tax - one that increases the financial burdens on every American and will go down in history as 
the most significant expansion of government power over the lives of its citizens. This law has 
and continues to be bad policy for all Americans and future generations. The precedent it sets is 
far reaching and opens the door for further lax increases not aimed at improving the wellbeing of 
the American people, but rather to force them upon them what Wa.shington deems mandatory. 

I deeply respect our judicial system and the legislative process by which our nation is governed 
and the recent ruling handed down by the Supreme Court that Congress has the power to tax and 
impose its will on Ihe American people through taxation and penalties, Mowever, having that 
pow er does not mean it .should be used. The decision by the Supreme Coiirl sends a direct 
message to Congress and policy makers - while Congress may have the authority to tax the 
American people into submission, as their elected representation we ow-e it to them to be both 
responsible and effective leaders with that authority. Abuse of that power sets a dangerous 
standard going forward. 

Tile implications of the pas.sage and subsequent upholding of the large,st tax increase in modern 
hi.stor)' are astonishing. The Affordable Care Act, w'hich w'as enacted under the guise of health 
reform, has done nothing but put undue burdens on thousands of small businesses across the 
country, increased costs, and is reducing access to quality care for millions of patients. 

I applaud your leadership and willingness to probe the impacts of the recent ruling and shed light 
on the implications that Congress has the broad power to levy taxes far beyond our historic 
precedent- As you have so aptly pointed out, this ruling sets a dangerous precedent with 
potentially enormous consequences - one we must pay close attention to so that we may aptly 
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manage the relationship that the government has with the American people. Failing to closely 
guard the relationship betw een citizen and government is a failure to understand the expectations 
the American people have placed on their elected officials. 

Sincerely, 



Renee Eilmers 
Member of Congress 
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Center for Fiscal Equity 

CommesUs for the Record 
Doited States Boose of Represeotatsves 
C'ommittee oo Ways and Meaos 

HcarSog oo the Tax Ramifications of itie Sopreote CoorDs Rolhig 
on the Democrats'^ HeaUli Care Law 

Tuesday, July 10, 2012, 10:30 AM 
by Michael Q. Bindner 
l"he Center for Fiscal Equity 

Cdmin'nait !3avis and Banking Member Levin, thank you [or the opportunity to submit my 
comments on this topic, We must note that because the lavv is actually part of the U.S. 
Code, it applies to all of u^s. As we pointed out in March, it is based on a model signed by 
the Republican Governor of Massachusetis and desigited by die conservative leaning 
Heritage Foundation. The lax ramifications of the law' being ruled constitutional go much 
beyond the impact of the taxing power to the viability ofthe mandate as svritten and the 
impact ofthe ruling that, states who do not chose to participate in the expansion of 
Medicaid can do so without losing all Medicaid funding. 

In our March comments, here is how we addressed the taxing power in relation to the 
law: 


Before e\'en considering tlie coTistilutionality of mandates under the C’onirneree 
Clause, the Supreme Court will examine if the mandate penalty is actually a tax 
and if it is a tax, whether consideration of this issue is even ripe. The Center for 
Fiscal Fquity has tdways believed that this penally is, in fact, a tax, and that die 
Court will likely quickly i'ule that it is and that further consideration of its 
coiiGtitutionality must wait until tiie ta.x is collected, leaving all other issues in 
abeyance imti! that occurs - altliough, frankly, it would be an act of judicial 
malpractice to let clients go forsvard on a what vvould be a Quixotic quest against 
the taxing power to bring this up again. 

That is the brst hurdle and it is the out that the Court is lookirsg for to avoid the 
contpHcatcd constitutional question. The second is that the dollars iundiitg the 
public relations campaigit against the law are not brought out because the donors 
object to the mandate, but becau.se the non-wage income payroll taxes w'hich will 
take effect soon are co.sting rich people money - especially since there are no 
offsets to paying ihcm or passing the cost to custotners •• essentially tui'.ning these 
taxes ItUo a VAT. Indeed, a VAT 'would be less objeetiottable than keeping these 
taxes in place, because the bui'den is more broadly shared, iuore visible and 
refundable at the border. 
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It seems tliat we were mostly riglit on this issue, although we shoitid Itave tbreseen tliat 
the Ciourt would not invoke the A.nti-Injunctior? Act because the taxing power to do the 
mandate w'as not challenged, merely tlie use of tlie Commerce Clause. Any such 
challenge could be made, but it will not be ripe lintil tliis portion of the law takes effect, 
which is cold comfort to those who funded the legal challenge who will ctmunence 
paying taxes on tion-wage ineonte at the beginning of the next caleitdar year. Among 
those commenting on the is,su.e, we suspect our analysis was likely one of the best 
predictiorw, so we marvel at the fact that vre have not been invited to testify on this issue. 

As to the hupact of the decision on the taxing power, wc are given to understa/td that this 
decision relies on existing pi'ecedent, IJiviarJ States v, Aev: York (citation omifled) so this 
docs not break any new ground in the inteTpretaiion to lay and collect income tax, which 
is pienaiy as it is. 

We also considered the Medicaid question. We missed this one by a mile, as 
demonstrated below: 

As an aside, the objection to using the threat of loss of federal funding to enforce 
Medicaid reforms is a iofig objection of so called '‘Federalists” (who are in truth, 
slate.s rights .supporters, which is sometliing differeni) has never gained much 
traction, from using highw-ay funding to enforce the 55 mile per hour speed limit 
to using the sa;me funding to force a 2 1 year old drinking age. It is an 
unsopidsticated objection. I made the same argument m Iowa Model legislature 
when in H.igh School - coutendisig that the clause prohibiling dilTering 
regulations of commerce or revenue applied. ,'\ny first year law student or 
liistorian will point out that this clause applies to internation.al trade, not the 
regulation of interstate corntnerce or the use of imergovernmental funds. We 
suspect that the Court has likely ailow'ed it to be argued to kill this argument once 
and for ail. 'T'o expect either a radical rethinking of the Commerce Clause or 
intergovernmenta! fuisding", requirements will occur at this time is the legal 
equivalent oCbelieving in utiieo.ms. 

While this precedent has nothing to do v./it.h ilte taxing power under the Comiinaioic it. 
wtH likely make the eventual federalization of the entire Medicaid program all the more 
likely, along with a shift to cotusumplion taxes to fund health care generally, rather than 
reliance on a comhinatfon of personal income taxes, the health insurance exclusion to 
corporate incoitte taxes and the Hospital Insurance payroll tax. 

We believed at the time that oppositioti to the [.aw had nothing to do with mandates, the 
Comme.ree Clause o.r Medicaid fu.nding. The real reason conservative major donors don’t 
like the law is the fustding tneeh.anism for much of reform. Wealthy donors were and are 
writing check.s because ofprovision.s creating additional taxes on un-earried income that 
fix Medicare Part A funding and fund other health care reform, essentially turning the 
Mospital Insurance Tax into a Value .-Added Fax with an exemption on profits paid to the 
98%. Fighting for repeal on this basis, hovve\'er, would only be politically unpopitlar. 
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Only judicial repeal ofthc whole law would liavc slopped Ibis lax hike. While Ibis miglil 
be possible uvider reconcibation, we believe ihat a point of order will be eiubrced against 
it in the Sejiate, so any refonn that busts the budget is unlikely, especially prttvision.s 
which repeal the new non-w^age income tax. As much of the nevv tax w-as designed to 
make Medicare Part A viable, we find no logical ground to repeal it unless replaced by a 
broader consumption tax. As we stated in March; 

N<!te that vviiencver this tax applies to tiiose wliose holding operate in less thaii a 
perfectly competitive market, irr other words to most connnerce iii 2P‘ eesUury 
America, the cosis will likely be passed to the consumer and ii would be utore 
honest to simply enact a Value .‘\dded fax or VA'I -like Net Business Receipts 
T ax (which i;s propo.sed below). 

Our prior testimony on the adequacy ofmasidates is as applicable now as it was in March, 
ifnot more so. We believe that the stock rnarkei priced in repeal and may react 
negatively to the prospecl of guaranteed issue and commu.nity rating. The Committee 
ignores these predictions at their owm peril. As w^e stated previously: 

vVe will now return to the question of the adequacy of rnaTidaies. The key issue 
for the future of healtit care consolidaiion is the impact of pre-ex i.sting eondiiion 
reforms on the market for health insurance. Mandates under the Affordable Care 
Act (.AC.A) may be inadequate to keep people from droppiitg insurance ' and wd! 
ccElainiy nut work if the mandate is rejected altogether for constitufiotial reasons. 

If people start dropping insurance until they get sick - which is rational givest ihe 
weakness of mandates -• then private health insurance will require a bailout into 
an effective sistgie payer system. 1 he only way to stop this from happening is to 
enact a subsidized public option for those with pre-existing conditions while 
repealing mandates and pre-existing co-tdition reforms. 

In the evesu ilsat Corigress docs nothing and private sector health iissurancc is 
lost, the prospects for preinium support to replace die current Medicare program 
is lost as well. Premium .support, as proposed by Chairm.an Ryan, also wifi -lOt 
work if the .AC A is repealed, since without the AC.A, pre-existing condition 
protections and insurance exchanges eliminate the guarantee to seniors necessary 
for refonn to succeed. Meanwliile, utidcr a public option without pre-cxistitig 
condition reforn'is, because seniors would be in the groiip of those vvho could not 
normally gtet Insurance in the private market, the premium support solution 
would uhimatcly do nothing to fix Medicare's fondiiigproblem. 

Resetting to single-payer catastrophic insiirancc rvith health savings accounts 
(another Republican proposal) svouid not work as advertised, as health care is not 
a normal good. People wdll obtam licaifh care upoti doctor recommendations, 
regardle.ss of their ability to pay. Providers wdli then shoulder the burden of 
w'aiting for health savings accouirt balances to acciinutlatc - further encouraging 
provider consolidation. Existing trends toward provider cottsoiidation '•vill 
exacerbate these problems, because paiietits will lack options once they arc in a 
network, giving futiders little optiors other thafi paying up as denjanded. 
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Sliifting lo more public Tunding of health care m response to future events is 
neither good nor bad. Rather, the success ofsiK'Jt fnnding depends upon its 
adequacy and its impact on the quality of care - with inadequate funding and 
quality being related, for example. Medicare provider cuts under current law 
have been suspended for over a decade, the co.nsequetice of which is adequate 
care. By way of comparison, Medicaid provider cuts have been strictly eiiforeed, 
which has caused most providers lo no longer see Medicaid patients, driving 
them to hospital emergency rooms and free clinics with long waiting periods to 
get care, 

IJltiniately. fixing liealfh caro reform Vvdii require more funding, probably some 
kind of employer payroll or net business receipts fax - which would also fund tin' 
shortfall in Medicare and Medicaid (and lake over most of their public revenue 
funding). We will jn)w move to an analysis of funding options and their impact 
on. patient care and cost control. 

The con.unittee well understands the ins and outs of increasntg the p.ayroll lax, so 
(we) will coniine (our) remtirks to a fuller explanation of Net Business Receipts 
Taxes (NBR'f). Its base is similar to a Value Added I'ax (VAT), but not 
ideniiced. 

Unlike a VA1", an NBRT would riot be visible on receipts and should xiot be zero 
rated at the border - nor should it be applied lo imports. While both collect from 
consumers, the unit of nnalysis for the NBR'f should be the business rather than 
Ihe transaction. As sucig its application should be universal - covering botli 
public companies who cuiTcntly die business income taxes and private 
companies who currently file their business expenses on individual returns. 

The key difference between tlic two taxes is that the NBRT should be the vehicle 
for distributing tax benefits for IhmiHes, particulady the Ubild I'ax Credit, the 
Dependent Care Credit and the Heallli Insurance Exclusion, as well as any 
T'ecently enacted credits or subsidies under the .AU A. in the evexU the AUA is 
reformed, any addilionai subsidies or taxes should be taken against this tax (to 
pay for a public option or provide for catastrophic care and Idealtli Savings 
Accounts and/or Flexible Spending Accounts), 

Ifcost savings under an NBR'f. allosv companies to offei' services privately to 
both employees and retirees in exchange for a sub.stantia! tax benefit. Employers 
who fluid catastrophic care would gel an even higher benefit, with the proviso 
that any care so provided be superior lo the care available through Medicaid. 
Making employers responsible for most costs and for all cost savings allows 
them to use some market power to get l.owei' rates, but no so much that the (fee 
market is destroyed. The ability to exercise market posver, with a requirement 
that services provided in, lieu of public services be superior, will improve the 
quality of patient care. 
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T.his proposal is probably the most promising way to decrease health care costs 
from tiieir cuiTeni upsvard spiral - as enp>!.oyers who would be financially 
responsible for thus care through taxes would Itave a real incentive to limit 
spending in a way that individual taxpayers simply do not have the means or 
incentive to exercise. While not ail employers would participate, those who do 
would dramaticallv alter the market. In addition, a kind of beneficiaiw exchange 
could be esiabdi-shed so that participating employers might trade credits for the 
funding of former employees W'ho retired clsewltere. so lliat no one must pay 
unduly for the medical costa of vvorkens vvho spent tlie inajority of Iheir careers in 
the sendee of other employers. 

Employer provided health cai'e will also reverse the trend low'ard market 
consolidation among providers. The extent to w'hich lirms hire doctors as staff 
and seek provider relationships with providers of hospital and specialty care is 
the extent to which the forces of consolidation are overcome by buyers with 
enough market power to insist on alternatives, with better care among the criteria 
for provider selection. 

The NBRT w'ould replace disability insurance, hospital insurance, the corr)orate 
income ta.x, busines.s income taxation through the personal hreome tax and the 
mid range of personal incotne tax collection, effectively lowering personal 
income taxes by 25 in rtiost brackets. Note that collection of this tax would lead 
to a reduction of gross vvages, but not necessarily net wages -- although larger 
families w'ould receive a large 'wage bump, cvlilie wealthier families and childless 
families would likely receive a soniewhai lower net wage due to loss of some tax 
subsidies and because reductions in income to make up for isicreased tax 
benefit for families will likely be skewed to higher incomes. For this reason, a 
higher minimu.m, wage is necessary so that lower vvage workers are compensated 
with iuore than just their child tax benefits. 

'Fhank you for the opportunity to address the committee. We are, of course, available for 

direct testimony or to answer questions by nienibors and staff. 
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